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PREFACE 


The aim of this book is to bring together in a single volume 
of usable size the essential theories, facts, and procedure in 
the financing and operation of business enterprises, ranging 
in organization from the proprietorship, at the one extreme, 
to the so-called super-trust—a relatively recent development 
in the field of “big business’’—at the other. 

The volume has been in preparation for some time. It is 
based both on teaching and consulting in the general field 
which it covers. The writer has had almost fifteen years’ 
experience in teaching large classes of under-graduates at 
Yale in Business Finance, Corporation Finance, and allied sub- 
jects. He also has had practical experience as consultant or 
economic advisor to a number of business concerns. 

The writer has had a definite plan in developing this vol- 
ume. The first few chapters deal briefly with the organization 
and classification of business enterprises. Then the actual work 
involved in bringing a_new business organization into exist- 
ence and in getting it properly launched is considered, as is the 
internal management of business concerns, particularly cor- 
porations. The general financial structure of business enter- 
prises is next developed, and the outstanding forms of stocks 
and bonds which enter into the financial plan of a company. 
The subject of underwriting or otherwise disposing of new 

. securities, and the machinery for buying and selling old secur- 
ities are treated; and the subjects of extinguishing Seine: 
“indebtedness, customer and employee ownership, “rights,” 

-and the protection of the public from purchasing highly specu- 
lative and fraudulent securities are included. The operation 

of business enterprises as dividend earners is followed through. 

The best procedure both for arriving at and administering net 

income is concisely handled in the light of authoritative 

financial and accounting practise. Such topics as business ex- 
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pansion, consolidation, reorganization, and governmental con- 
trol then come in for a good deal of discussion. 

In the preparation of this volume the author has examined 
the voluminous literature in the general field. The task of 
writing the volume could not so easily have been performed 
without reference to, and use of, the large body of material 
prepared by earlier writers. Reference to the introduction 
to the bibliography will show the author’s special debt to 
certain earlier writers; and references to specific authors have 
been added in the text as footnotes. In addition to such cita- 
tions, the writer wishes again to express his indebtedness to 
all whose writings have been drawn upon and to numerous 
other persons who by advice, by reading and criticizing por- 
tions of the manuscript, and otherwise, have rendered invalu- 
able assistance. 

Avarp L. BisHop 
New Haven, Connecticut 


April, 1929, 
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BUSINESS ENTERPRISES 


Chapter I 


ORGANIZATION AND CLASSIFICATION OF BUSINESS 
ENTERPRISES 


ORGANIZATION 


Introduction.—In a comprehensive study of the financial 
problems of business enterprises, the corporation. necessarily 
occupies a prominent position. As a type of present-day busi- 
ness organization, the corporation is, of course, greatly out- 
numbered by other types. But mere strength of numbers is 
not everything; for in certain fields of enterprise, such as 
manufacturing, four-fifths or more of the annual product is 
attributable to concerns having the corporate form. The cor- 
poration is a method of organizing business which, by a proc- 
ess of selection and adjustment, has developed from earlier 
and simpler methods.- 

It seems desirable at the outset to make a brief survey of 
the leading types of business organizations of the present day, 
to the end that the corporation, as our outstanding type of 
business unit, may be viewed the better in its proper setting. 
It is believed that this procedure constitutes the best approach 
to the study of the financing of business enterprises. Problems 
of finance and of administration as well do not ever arise, let 
alone press for solution, until the form of organization of the 
business unit has been decided upon, and until at least prelimi- 
nary arrangements have been made for organizing the com- 
pany. When the organization has been accomplished, how- 
ever, there has been provided the necessary structure within 
which financial problems must be coped with and settled, and 
there has been set up the stage whereon the art of business ad- 
ministration must be practiced in accordance with recognized 
procedure. 
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What Is Organization?—Before proceeding to discuss vari- 
ous outstanding types of business organizations, something 
will be said first of organization itself in general, and then of 
the organization of business in particular. Organization im- 
plies a systematic arrangement of related or interdependent 
parts whereby each part, in its relation to other parts and to 
the whole, performs a special function toward the accomplish- 
ment of some larger purpose. The complete unit of organiza- 
tion, whether it is large or small, should function as a whole 
if there is to be a minimum waste of effort. Effective organi- 
zation is dependent upon specialization of activity, upon dif- 
ferentiation of function, upon division of labor. 

Organization Under Savagery and Civilization Con- 
trasted.—Effective organization was unknown in savage life, 
because in the development of society, division of labor, except 
in its most primary and elementary forms, had not yet 
emerged. There scarcely was organization at all as we under- 
stand the term today; for, apart from the fact that primitive 
tribes had leaders, the individual members of each group were 
doing about the same sort of thing, each in his own way. Each 
shifted for himself, but moved along from place to place 
under a common leadership. About the only occasion on 
which cooperative effort was resorted to, outside the family 
itself, was in the case of common defence against an enemy. 
This emergency was great enough, it would seem, to bring - 
home to the leaders of the group the advantages accruing from 
cooperative action. 

In striking contrast with these conditions in savage life is 
the life in progressive countries nowadays where organization 
characterizes practically every type and aspect of group ac- 
tivity. This is true of education, religion, charity, politics, 
defence, business affairs, athletics, government (local, state, 
or federal), and dozens of other activities of all sorts and de- 
scriptions. We are now so accustomed to a highly organized 
life that, like the telephone or the railroad, we take it for 
granted, and are inclined to forget that not so very long ago 
organization either was entirely wanting or was reduced to its 
lowest terms. 
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Organization Illustrated——When a circus tours the country 
“under canvas,” it furnishes a splendid example of effective 
organization. Every detail of the tour is worked out months 
in advance of the actual visit to this town or that. Several 
weeks are necessary to lay out the itinerary. Show grounds, 
transportation, advertising, food and water, and a hundred and 
one other items have to be arranged for a long time in advance. 

In the case of a large circus, fifteen hundred to two thousand 
people constitute the personnel of the organization. The com- 
plete outfit calls for the rebuilding once in twenty-four hours 
of a veritable city of tents. The actual traveling is done very 
largely between twelve o’clock at night and daylight of the 
next day. The advance guard is at work putting up the tents 
by dawn or even earlier in the town that is to be played on any 
particular day. By early afternoon everything is in readiness 
for the first show of the day; and even then or, at all events, 
not very much later, the work of repacking is begun. By the 
time the evening performance is over the animals and side 
shows have, in all probability, been transferred to their special 
cars for movement to the next town to be played. The big tent 
is soon dismantled, and a couple of hours after midnight the 
last circus trains are moving forward to their next destination. 
All this could not be accomplished were it not for the fact that 
every detail of the work is organized to the highest point of 
efficiency. 

Results of Effective Organization.—The practical outcome 
of effective organization may readily be observed in various 
other fields of activity. Intercollegiate athletic contests, such as 
football, baseball, or rowing, where cooperative effort (team- 
work as it is popularly called) is indispensable for securing 
satisfactory results, furnish excellent examples. It may be 
observed also in a “drive” for funds for some public-spirited 
enterprise, such as a community chest. Further instances’ of 
the results of effective organization may be seen in a well- 
ordered military parade or review; in the handling of tens of 
thousands of people in a single day at fairs, exhibitions, prize- 
fights, and football games; and in the regulation of motor 
traffic during the busiest hours of the day in the congested 
parts of our largest cities. 
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The gain from organization is difficult to over-emphasize. 
In a “rush” between college classes, the group which has the 
best organization, even though it is greatly outnumbered, is 
bound to prevail over the other group. A handful of seasoned 
veterans will soon put to rout several times its number of raw 
recruits. A squad of well-organized police will soon quell a 
mob. These few instances are sufficient, perhaps, to convince 
even the most skeptical that the gain from organization cannot 
be denied ; it is in the nature of a measurable advantage. The 
underlying purpose of organization is to insure effective en- 
deavor and there is no doubt that, in the vast majority of cases 
where the organization is not defective and where the separate 
parts and the whole are functioning well, the purpose is 
achieved. Any thinking individual would scarcely challenge 
the claim that thorough-going organization is indispensable 
nowadays among progressive peoples in order to handle effec- 
tively the group problems of everyday life. 

Organization May Be Overdone.—There are so many ob- 
vious advantages in organization that one might be inclined 
to think that, from the standpoint of economical application of 
energy and the prevention of waste, organization has no limi- 
tations. The truth is, however, that after a certain point has 
been reached further efforts at organization may be unwise. 
It is a well-known fact that in agriculture a situation is soon 
brought about where the further application of labor and capi- 
tal to the soil ceases to yield proportionate returns. This same 
principle operates within the field of organization. There is 
such a thing, it would seem, as over-organization. Some who 
have seen the moving picture, ‘Metropolis,’ were impressed 
with the tremendous cost, from the standpoint of the health 
and comfort of the working population, of organization being 
carried too far. 

Organization is undertaken for the purpose of accomplish- 
ing certain definite aims. But an effective organization—one 
that virtually runs automatically—is not sufficient to insure the 
best returns. This is because automatic functioning is not 
necessarily the best measure of value. It is quite possible for 
the organization to be perfectly arranged and faultlessly oper- 
ated; yet the undertaking as a whole may be yielding unsatis- 
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factory results, it may be wasting energy. The interpretation 
of this fact is that there are other factors than organization 
which profoundly influence the successful prosecution of enter- 
prises. One of these outstanding factors—perhaps the most 
important of all—is management or administration. The 
importance of management in the success of business enter- 
prises can scarcely be over-emphasized ; if a business fails and 
the cause is sought, it is more likely than not that the funda- 
mental trouble should be attributed to faulty management. 

Business Organization.—Our instances of organization so 
far referred to have been drawn almost exclusively from the 
non-economic field. But the economic life of society.is at least 
equally as well, if not more efficiently, organized as are those 
activities from which the illustrations were drawn. In this 
book, our interest, so far as organization is concerned, is 
primarily in that type of organization which concerns man’s 
economic life—those activities which center around his busi- 
ness interests, using the term “business” in its broad, rather 
than its technically narrow, aspect. 

Different kinds of business activities need not necessarily be 
organized in the same way to be effective. For example, 
where production of a certain commodity is prosecuted cheaply 
and efficiently on a relatively small scale, the organization is 
elementary and simple and, as such, serves its purpose well. 
On the other hand, however, where production is prosecuted 
on a large scale, and must be so prosecuted to be efficient, 
where much capital and a substantial labor force are employed, 
the organization must be detailed and thoroughgoing to be 
effective. But it should not be understood that organization, 
in order to be effective, should follow a standard form in any 
particular size of business unit whether that is small, medium- 
sized, large, or very large. Just as business organizations as 
a group differ more or less from organizations in the non- 
economic field, so business organizations themselves, in the 
various fields of enterprise, are likely to differ greatly from 
one another. The factors constituting the organization in dif- 
ferent enterprises are combined in varying proportions. The 
purposes to be achieved are likely to be different in different 
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enterprises. Hence, standardization of organization is neither 
a fact nor an ideal to be striven for. 

America’s Industrial Organization Attracts Others.— 
Someone has aptly remarked that a beaten path is being made 
to this country by foreigners to study from all angles our 
industrial organization and its results. This means that other 
peoples are becoming interested in studying first-hand an or- 
ganized industrial system whose operation results in relatively 
high standards of living for the entrepreneur, the capitalist, and 
the laborer alike. Such visiting delegations from other coun- 
tries embrace all types of interests, including trade unionism, 
labor, management, finance, and so on. One concrete instance 
alone will be given here to illustrate the interest of other peoples 
in our industrial organization. A leading British banker,* on 
returning to London from his first visit to the United States, 
is reported to have remarked upon two events which greatly 
impressed him. These were, respectively, his visit to the plant 
of Swift and Company in Chicago, and to the Ford plant in 
Detroit. Of the former, he is reported to have said: “It is 
a masterpiece of organization, and we are forced to ask our- 
selves how is it possible to arrive at such precision in work.” 
Of the Ford works, he is reported to have remarked: “Here 
also I was amazed by the very great precision in their entire 
organization.” Of the two, he is reported to have observed: 
“These two great industries work with the same system. 
Everything works like the movements of a watch. The men 
work like real machines. And the object is to reduce the cost 
price as much as possible.” 

Those interested in economic development, whether they be 
American, British, or otherwise, have come rather generally 
to the position of believing that America’s prosperity and its 
unparalleled economic expansion in such a short period of time 
are due not only to abundant natural resources, but to other 
factors as well. It is not the place here to discuss this matter ; 
we shall only observe, in passing, that our achievements in 
material development have been due, in considerable part it 
would seem, to the excellence of our industrial organization. 

The fundamental importance of organization in material ad- 

*See The Nation’s Business, January, 1927, pp. 86-88. 
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vancement was well expressed by Mr. Elihu Root before a 
meeting of the American Law Institute early in 1926 when, 
according to reports, he said, in essence, that if the great body 
of persons in one profession or industry could be brought into 
an alignment in the same direction so that the impulse of each 
individual would be in the same direction as the impulse of 
every other individual,-then the net result would be not that 
the impulses were merely added together but that they were 
multiplied by each other. In our modern complicated life, 
whether in its business aspects or otherwise, the old adage, 
“In union there is strength,” is just as true today as it was 
in an earlier age. 

Business Organization versus Military Oiganization —In 
the opinion of many people, the army presents the most perfect 
type of organization. According to their view, the organiza- 
tion of almost any enterprise should be made to conform as 
closely as possible to the organization of the army. One must 
remember, however, that, within the army, organization is 
directed to meet an emergency that may at some time arise, 
and not to meet a situation to be coped with every working day 
in the year. Those who know anything about the organization 
of the army know that practically everything is subordinated to 
obedience to orders, and to precision of procedure. We should 
not wish for a moment to belittle the importance of these highly 
commendable features when applied in their proper place; 
but to make them of paramount importance in a business or- 
ganization may be minimizing the advantage of other more 
important, more fundamental, factors in making toward the 
success of a business venture. 

It is doubtless true that military organization has had con- 
siderable more or less permanent effect upon the organization 
of certain types of business. Certain advantages, such as the 
effectiveness in the administration of business enterprises by 
centering responsibility in executives, the value of prompt pro- 
cedure once a decision has been made, and of discipline in the 
control of the personnel of the organization, doubtless have 
accrued. But there is evidence to support the observation that 
certain business enterprises with a highly successful past his- 
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tory have been greatly impaired in their efficiency, and have 
been brought to the verge of disaster, by permitting the man- 
agement to introduce therein certain features of military 


organization and procedure. 
Business Organization Centers upon the Business Unit.— 


In business affairs, organization starts with and is applied to 
separate enterprises or units of business activity, although these 
units later may be organized together in various combinations 
to accomplish specific purposes. The term “‘business unit” has 
been variously described or defined by different writers. When 
a single person embarks in business for profit or when two or 
more persons seek to secure profit by means of organized activ- 
ity, there is brought into existence a business enterprise, a 
business unit, a business organization. 

Essential Factors of a Business Unit—Whatever may be 
the underlying purpose of such enterprises, whether they are 
to function in the field of manufacturing, of commerce, or in 
some other field, they all have in common certain essential 
factors. In the first place, labor must be performed in order 
that they may carry on; and, in order that we may not be 
misunderstood on this point, labor is here meant to include 
all mental and physical effort that is put forth in behalf of the 
enterprise. It includes the work of the ‘“‘white-collared’”” man 
and the laborer as well. In the second place, capital is essential 
to establish a business and keep it in operation. Capital is 
here meant to include both the plant (fixed capital) that is 
required in order that the business may function successfully, 
and such cash and materials (working capital) of whatever 
sort that may be required by the business in question. In the 
third place, practically every type of enterprise requires land 
or floor space (even though this may be in the street, at times, 
as in the cases of the pushcart peddler or the sidewalk vendor) 
for its various operations. Finally, the business unit must be 
properly organized, directed and managed, and its success de- 
pends toa very large degree upon the capacity of the manager, 
called technically the entrepreneur. Organizing or managerial 
ability is, then, the fourth essential factor of a business enter- 
prise. The four factors mentioned above—labor, capital, land, 
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and managerial ability—are called by some the factors of 
production. 

Problem of Distributing the Product of Industry.— Many 
of the most perplexing economic problems arise from the 
method of distributing the product of industry—the national 
income, as some call it—between these factors of production. 
In the simplest type of business enterprise known, the propri- 
etorship or one-man enterprise, where the labor is all performed 
by the one man who owns the business, where the capital 
is also furnished by him, where he owns the land on which 
the business is located, thereby paying no rent, and where he 
is his own entrepreneur, there is no problem in distributing 
the product of his enterprise. He takes all the risk of making 
a success or failure of the business, he is the sole owner and, 
- as such, has the total product of his industry. But where the 
enterprise is a large one, and the organization complex, as in 
the case of a large corporation with borrowed capital, a big 
labor force, and hired managers, the problem of distribution, 
as many executives and all economists know, is complicated 
and serious. 

The managers of the enterprise are concerned with the prob- 
lem of making the business pay, as they say; more definitely, 
they desire to make the biggest net profit that is possible and 
not to be bothered too much by competitors, or by the govern- 
ment. Private gain is the driving force prompting the man- 
agers. But there are certain duties and responsibilities to the 
public that must not be overlooked in striving for private gain; 
labor must be pretty well paid so that society will not be called 
upon partially to support the laborers in hard times and in 
special emergencies, and the price of the product or service 
must not be exorbitant. 

Business Unit of the Census Bureau.—The Bureau of the 
Census of our federal government is the great authority on 
certain aspects of business units in one particular field, that 
of manufacturing. The unit of economic enterprise defined 
by the Census Bureau is called an industrial establishment. 
This is, in general, a single plant or factory, although in certain 
instances it includes two or more plants. For example, when 
two or more plants are operated under common ownership or 
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have only one set of books of accounts, a single industrial 
establishment is comprehended. Another test of the Census 
Bureau’s unit of industry is that the plant must not extend 
beyond a definitely prescribed geographical area, such as a 
city, county, or state. In spite of these qualification tests, it 
has been found in their practical application by census officials 
that, as a rule, the business unit (or establishment, as they 
choose to call it) is an industrial plant in the common use of 
that term. In other words, the business unit as defined in a 
preceding paragraph (page 8) to cover a general case is prac- 
tically identical with the Census Bureau’s unit in the special 
field of manufacture. 

Size of Business Units——As already intimated, and as 
everyone knows, business units vary greatly in size and com- 
plexity. At the one extreme we have the individual propri- 
etor with only a few dollars of capital and no labor force that 
is hired; at the other extreme we have the gigantic corporation, 
or corporation of corporations, employing capital amounting 
to hundreds of millions of dollars, thousands of workers, and 
possessing a highly complex organization. Between these two 
extremes are other types of units with varying degrees of 
complexity in their organization. With respect to size, busi- 
ness units have passed through a process of development from 
the simpler and smaller to the more complex and larger. There 
was a time when all units were small, and this type still per- 
sists in overwhelmingly large numbers. In certain lines of 
enterprise the small unit predominates; agriculture furnishes a 
good illustration here. 

Large Business Units Emerged First in Foreign Trade, 
Banking, and Insurance.—The first fields to be invaded by 
large business organizations were foreign trade, banking, and 
insurance. The great trading companies and regulated com- 
panies of the sixteenth and seventeenth centuries, organized 
primarily for foreign trade, were very substantial organiza- 
tions, requiring large capital for the successful performance 
of their undertaking. The nature of both the banking and in- 
surance business is such as to require large capital, and these 
have always been organized on a relatively large-scale plan. 
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The Bank of Genoa was organized as a corporation as early as 
1604. Some of thé earliest corporations to be formed in the 
United States were in the fields of banking and insurance. 

In manufacturing, all business units were small before the 
Industrial Revolution had wrought its effects in England, on 
the Continent, and in America. It was only after the method 
of production had been changed from the domestic to the fac- 
tory system that large manufacturing establishments were to 
be found. The great mechanical inventions which ushered in 
the Industrial Revolution, the application of power other than 
human energy to the machines that were invented, and the 
relatively large accumulations of capital, combined greatly to 
increase the size of the tS undertaking in the field of 
manufacturing. 

Number and Types of Business Units in the United States. 
—It has been estimated that there are in the United States 
upward of two million business units functioning at the present 
time. This is, of course, only an approximate number, but 
it is impressive and compelling. By far the largest number 
are individual proprietorships—the simplest type of business 
organization. Proceeding upward in the scale of complexity 
of organization, the partnership represents the second type. 
The joint stock association and various forms of trusts, such 
as Massachusetts trusts, come next in order; these are rela- 
tively few in number. Approximately one-quarter of the busi- 
ness units have the corporate form of organization. At the 
top of the list we find various types of ownership organizations, 
such as the holding company, the corporation of corporations, 
and so on. Practically all of these soon will be discussed briefly 
in successive chapters. 


CLASSIFICATION OF BUSINESS ENTERPRISES 


A Fourfold Classification.—In a country whose business 
interests are as varied and extensive as are those of the United 
States, it is next to impossible to present a satisfactory classi- 
fication of private business undertakings. The accompanying 
classification (page 12) is an adaptation and expansion of 
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CLASSIFICATION OF PRIVATE BUSINESS ENTERPRISES 
(Governmental Service is not included.) 


‘t. Extractive 
(a) Agriculture, Animal Herd- 
ing, Trapping, etc. 
(b) Fishing 
‘1. Industrial (c) Mining and Quarrying 
(d) Lumbering and Forestation 


2. Manufacturing (including Con- 
struction) 


‘1. Marketing or Trading 


2. Transportation, Communica- 
tion and other Public Utilities 


; ercial ae : 
aN are: 3. Finance, Banking, Insurance 


(other than Mutual), Trust 
Business Enterprises Companies, etc. 
are 
4. Advertising 


3. Industrial | Represented by those consolida- 
and tions which have integrated enter- 
Commercial | prises; also some “super-trusts”’ 


‘t. The Professions 


4. Professional | 2. Journalism 
and Per- 
sonal Service | 3. Amusements 


4. Miscellaneous Personal Services 


earlier attempts’ that have been made, and may prove sugges- 
tive to the reader. 

The broadest division of business enterprises is fourfold: 
(1) industrial; (2) commercial; (3) industrial and commer- 
cial; and (4) professional and personal service. Industrial 
enterprises bring forth or make available the raw materials, 
or fashion them into some desirable form, perhaps in com- 

*See Apvams, Description of Industry; pE Haas, Business Organization 


and Administration; StocKper, Business Ownership Organization; Mar- 
SHALL and Lyon, Our Economic Organization. 
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bination with other raw products, so as finally to bring into 
existence a finished product ready for the market. Enter- 
prises of the second division—commercial enterprises—are not 
concerned with changing the form of materials, but they func- 
tion chiefly in transporting and marketing the various products 
of the first group. Within this second division are found also 
the financial, banking, insurance, and other organizations which 
render important services to industrial and commercial under- 
takings and to one another. The various organizations in 
groups one and two are interlocking in character so that any 
serious maladjustment of the business structure at one point 
is bound, sooner or later, to affect other units in the organiza- 
tion. The third group includes those enterprises which through 
a process of development or consolidation have come to com- 
bine both industrial and commercial undertakings, and are, 
therefore, called integrated industries. The fourth group of 
business undertakings includes all others not properly classified 
as industrial, commercial, or a combination of these two forms, 
and may be designated with a certain degree of accuracy, pro- 
fessional and personal service. 

Industrial Undertakings: Extractive Industries.—Indus- 
trial undertakings may be divided into two main groups: 
extractive, and manufacturing (including construction). The 
principal extractive industries are agriculture, animal herding, 
fishing, mining (and quarrying), and lumbering (and foresta- 
tion). One thing that is common to extractive industries is 
that they are all concerned with getting raw material which 
is to be utilized directly by man, or to be turned over to the 
manufacturing industries for further elaboration before final 
consumption. Another thing that is common to extractive in- 
dustries, although in a varying degree, is that they are con- 
cerned with wasting assets. Mining and quarrying are the 
best illustrations of this. When the ore is all taken from 
the ground, the mine is exhausted and cannot be replenished 
by mankind, for nature has been the provider of the minerals. 

In a certain sense, also, lumbering deals with a wasting 
asset—at least this is true of a great deal of the lumbering of 
the past. With the development of the science of forestry, 
lumbering is being put upon a somewhat different basis in 
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that the ideal that is being aimed at is to make the annual 
growth at least equal to the annual drain upon the forests. 
When this has become a fact, it no longer will be true to say 
that lumbering deals with a wasting asset. Agriculture, ani- 
mal herding, and trapping leave wasting assets in their wake 
unless proper care is exercised by man. If scientific agriculture 
is practiced and the soil thereby kept in good shape, there is no 
reason why it cannot be utilized indefinitely to grow substantial 
crops. Fishing, if carried on ruthlessly, will result in the 
elimination of the species in question, as witnessed by “close 
season” for trout, salmon, etc., or the limitation of the number 
of any particular species that may be taken in a single day by 
any one individual. 

Industrial Undertakings: Manufacturing Industries (in- 
cluding Construction).—Broadly considered, manufacturing 
industries elaborate the raw materials furnished by the various 
extractive industries and convert them into goods for the final 
consumer. It is in connection with manufacturing enterprises 
that the factory system evolved. The changes wrought by 
the various processes of manufacture are more or less expen- 
sive so that, in general, manufactured products are consider- 
ably more expensive than the raw materials from which they 
are made. 

There are in the United States today about 200,000 estab- 
lishments engaged in manufacturing, excluding all plants whose 
annual product is valued at less than $5,000. These plants 
employ about 7,000,000 wage earners. The cost of materials 
used for further elaboration exceeds $25,000,000,000 a year, 
and the total value of the product of these industries is over 
$43,000,000,000 per year. From these figures it is seen that 
the annual value added by manufacture is over $18,000,000,- 
000. In the biennial census of manufactures compiled by the 
Bureau of the Census, the 200,000 manufacturing establish- 
ments are divided into fourteen different groups as follows: 
Food and kindred products; textiles and their products; iron 
and steel and their products; lumber and its manufactures; 
leather and its finished products; paper and printing; liquors 
and beverages; chemicals and allied products; stone, clay and 
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glass products; metals and metal products, other than iron and 
steel; tobacco manufactures; vehicles for land transportation ; 
railroad repair shops; miscellaneous industries. 

Commercial Enterprises.—This group of business enter- 
prises embraces a very large number of business units engaged 
in many different kinds of activities. As shown by the chart 
on page 12, these undertakings are divided into four princi- 
pal groups: (1) marketing or trading; (2) transportation, 
communication and other public utilities; (3) finance, banking, 
insurance, trust companies, and so on; (4) advertising. In 
spite of the vast differences between these four groups, the 
first three have one important thing in common, namely, they 
assist directly or indirectly either in making it possible to bring 
or in actually bringing the products of the extractive industries 
to the manufacturer, and those of the latter to the consumer. 

Marketing or trading enterprises embrace a large group of 
retailers, wholesalers, jobbers, commission merchants, and 
brokers dealing in all sorts of tangible commodities for a profit. 
The second group would seem to need no discussion, for the 
activities concerned are indicated in the title. The third group 
includes those great interests that are concerned with financing 
various industrial and commercial undertakings; brokerage 
firms dealing in securities, the various stock exchanges, insur- 
ance companies, trust companies, and other fiduciaries. It is 
not to be understood that the various activities carried on by 
the commercial enterprises are independent of the enterprises 
represented by professional and public service, for in many 
cases their relations with them are close. On the whole, how- 
ever, the relationship is probably more with industrial and 
other commercial enterprises than with those represented by 
the professions. 

Industrial and Commercial Enterprises.—This group em- 
braces those enterprises which through either a process of 
growth and expansion or of consolidation have come to engage 
in activities which are both industrial and commercial. They 
involve at times the possibility of expansion to the point where 
practically all the processes are undertaken, from extracting 
the raw material from nature to marketing their finished prod- 
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ucts. Such enterprises are said to be integrated. In some 
cases all the links in the chain have not been established. The 
United States Steel Corporation is an outstanding example of 
' an integrated enterprise, and it has been said that integration 
is an outstanding cause for its remarkable success. 

Professional and Personal Service Enterprises.—The 
fourth group of business enterprises shown in the table on 
page 12, is meant to include all those which are neither indus- 
trial, commercial, nor integrated, and has been given the name, 
professional and personal service. Here are included a great 
many different lines of activity, of which certain ones have 
been indicated on the chart. Among the outstanding profes- 
sions are those of the lawyer, judge, physician, surgeon, 
teacher, and clergyman. Some of these would not be flattered, 
perhaps, by the statement that they represent each a business 
unit dispensing services for a consideration; but from our 
standpoint that seems to be their status. Many individuals 
engaged in professional careers have a large amount of capital 
wrapped up in themselves representing the expenditure of large 
amounts of time and money in getting ready to practice their 
professions. The labor performed by their business unit is 
largely done by themselves personally. The other factor of 
production, land, is represented by the office in which they work 
or the circuit which they cover. Managerial ability is not with- 
out its function here, but the character of the service rendered 
rather than managerial ability is likely to be the main condi- 
tion of success. 

Journalism is a big field represented by numerous business 
units which are, strictly speaking, more in the nature of per- 
sonal service than industrial or commercial enterprises. Within 
recent years, amusements have come to occupy a large place, 
especially in the field of motion pictures, sports, and so on. 
These have in a certain degree become commercialized and 
have come to reach new strata of the population formerly 
denied amusement on any extensive scale. Such amusements 
are, from one viewpoint, in the nature of personal services and 
are perhaps better classified here than elsewhere. Finally, 
there is in this division a large number of small-sized business 
enterprises, not otherwise classified, that render very important 


ORGANIZATION AND CLASSIFICATION 17 


personal services to a large proportion of the population. Here 
are included such occupations as the barber, hair-cultivator, 
hairdresser, manicurist, and the beauty-specialist. 

Summary.—We have now given a brief discussion of or- 
ganization as applied mainly to business enterprises; and we 
have undertaken to classify business enterprises so that the 
reader may be helped thereby to visualize the whole field of 
private business activity. We pass now to a brief considera- 
tion of the outstanding types of business organizations, begin- 
ning with the proprietorship. 


Chapter II 
THE PROPRIETORSHIP 


Prominent in Certain Occupations.—The proprietorship is 
the simplest.form of organization for carrying on business ; 
historically, it antedates all other. forms. It greatly exceeds 
all other types of business-ownership organizations in number 
of business units, not only in the United States but in all 
countries of the world. The relative importance of the pro- 
prietorship in the world of business is small on many impor- 
tant counts, such as on the basis of total amount of business 
done, the value of the annual product, or the total number of 
persons employed. Nevertheless, proprietorships are of suf- 
ficient importance to warrant some consideration here of their 
outstanding characteristics and of their advantages and dis- 
advantages. They have always occupied, and will continue to 
occupy, a prominent position in certain fields such as the pro- 
fessions, the retail trade and other forms of commercial ven- 
tures, and local manufacturing enterprises, where a small 
amount of capital can profitably be employed. They predomi- 
nate in occupations which lend themselves to the handicraft 
method of production, such as custom tailoring, blacksmith- 
ing, and personal service occupations in general. 

Characteristics of the Proprietorship: Sole Management. 
—The management of this type of business organization is 
entirely in the hands of the proprietor. Someone has aptly 
remarked that “he resembles closely the ruler of an absolute 
monarchy.” No one need be consulted before decisions are 
made unless the proprietor, if he is the head of a household, 
has found from experience that it is best, all things considered, 
to consult, or possibly take his directions from, his marital 
partner. 

Easy to Get Started —KEase of formation is another feature 
of the proprietorship. Ordinarily in most legitimate lines of 
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enterprise, no formal legal requirements are necessary, and 
anyone who commands sufficient capital to embark in a pro- 
posed enterprise may start off in business at will without se- 
curing permission from anybody. In the larger centers there 
is a growing tendency, however, to impose certain restrictions, 
such as the procuring of a license. Accordingly, it is becom- 
ing rather common for certain jurisdictions to regulate various 
businesses, such as peddling, soliciting, operating a barber shop, 
a beauty parlor, or a bootblack stand, by requiring that a 
license must first be secured by the proprietor. Bowling alleys 
and shooting galleries are often licensed, and so are concert 
halls. The same is true, in some jurisdictions, of employment 
agencies, junk shops, second-hand dealers, auctioneers, and 
various other forms of occupation. Some cities regulate these 
- matters much more closely than others, so that it is becoming 
highly desirable for prospective proprietors in these jurisdic- 
tions to find out whether or not a license is needed in order to 
operate. In some cases, a fee is required upon the issuance 
of a license, while in other cases it is waived. Even in cities 
where the closest supervision is exercised a would-be proprietor 
is free to undertake any one of numerous forms of business 
without consulting anybody ; and in all other parts of the coun- 
try, excepting a relatively small number of the larger cities, 
practically the whole field of business is open to the individual 
proprietor. 

Unlimited Liability—Another outstanding characteristic of 
the proprietorship is that the risk assumed is unlimited; the 
proprietor assumes full liability to his creditors. By this we 
mean that it is absurd for an individual of considerable means 
to undertake to invest just $1,000, let us say, in a new ven- 
ture, and to assume that the total amount that he may lose 
in the enterprise, if it fails, is $1,000. He is actually risking his 
all. If he fails in the venture, not only can the property 
represented by the business itself be claimed by the creditors 
but all of his possessions that have not been employed in the 
business may be taken, if necessary, to satisfy the claims of 
his creditors. Even his home and personal belongings, barring 
certain exemptions permitted by the bankruptcy laws, may be 
seized, if necessary, to satisfy his debts. In a word, whether 
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he be aware of the fact or not, the proprietor’s eggs are all in 
one basket; there is, therefore, the maximum concentration of 
risk in this form of business organization. 

Proprietorships are Short-lived—Another characteristic of 
the proprietorship is that the business dies, legally, with the 
owner. Everyone knows, however, that a successful business, 
established by a proprietor, is often carried on after his death 
by his wife or son. In such cases, however, there has legally 
been a cessation of the operation of the business unit originally 
established by the proprietor, and the establishment of a new 
one after his decease under a different proprietor. 

It is a well-known fact that the owner of a one-man busi- 
ness can retire at pleasure; it is about as easy for a proprietor 
to get out of business as it is for him to start in business. 
Again, if there are good reasons ‘why a proprietor should be 
required to give up his business against his will, this can be 
brought about by some party or parties resorting to law. For 
example, it might be found desirable under certain circum- 
stances for the state or city to acquire the ownership of the 
land and building where the proprietor is established. This 
can be accomplished under the right of eminent domain. Fur- 
thermore, if the proprietor becomes incapacitated by insanity 
or otherwise, it would be possible to appeal to a court to set 
aside the proprietor as the head of the business; and, if the 
court does this, it may assume the proprietorship of the busi- 
ness itself through some official, such as an administrator. 
Finally, if a proprietor’s neighbors are annoyed by the char- 
acter of the business being conducted to such an extent as to 
be able to make out a case that the business is a menace to 
society or that it is a public nuisance, it may be so adjudged and 
may thus be forced to terminate. Such cases are infrequent, so 
that the proprietor who is carrying on a line of enterprise in 
good faith and in accordance with law is pretty sure to remain 
undisturbed. 

Proprietorships Make toward Even Business Development. 
—The facts, as noted above, that it is usually possible for a 
person to form a proprietorship without formality and that 
he can terminate his business at will, have had an important 
influence, it would seem, in keeping each of the numerous 
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forms of business enterprise fairly well developed but not too 
greatly over-crowded. For example, if one embarks upon the 
retail grocery trade or starts a new corner drugstore, he may 
soon find that such a line of enterprise is already fully enough 
occupied, and that it will be impossible for him to do enough 
business, because of competition, to make it worth while for 
him to continue. He may then retire from the business with- 
out any considerable loss before it is too late, and can try his 
hand at something else where he believes that the field is not 
already too fully occupied. Furthermore, if one discovers a 
new field of endeavor where profits seem particularly easy to 
make, it is almost a certainty that others will soon find this 
out and become competitors. 

Strong Motive Prompting Best Efforts—Another charac- 
teristic of the proprietorship is that the owner of any business 
in question has a strong motive prompting him all the time to 
put his best effort into the enterprise because there is no one 
with whom profits must be shared. If the proprietor of a 
corner drugstore is found in his shop at any time between 
seven o'clock in the morning and twelve o’clock at night, the 
proceeds of the day’s business are likely to be considerably 
larger than would be the case if the shop were open at nine 
o’clock and closed at five o’clock. In a word, the proprietor’s 
effort, persistence, and skill in prosecuting his business stand in 
a close relationship to his net earnings. If the business is 
neglected and the individual’s energy is directed toward amuse- 
ments and other diversions, the business will soon suffer 
financially ; while, on the other hand, if every ounce of the pro- 
prietor’s effort, skill, and enterprise is poured into the business, 
the profits are likely to be more substantial. 

Forbidden Fields.—In passing, it might be well to note 
that there are certain lines of business enterprise where a pro- 
prietor, whether he be located in the city or country, may not 
enter the field. For example, if one should undertake to com- 
pete with the United States government in the carrying of the 
mails, he would soon find himself without a job, for this 
business long ago was assumed as a monopoly by the federal 
government. Furthermore, certain forms of business are pro- 
hibited by law, and a proprietor would be running a great risk 
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in undertaking to embark in such enterprises. Here are in- 
cluded such occupations as the operation of a lottery, produc- 
ing and distributing immoral literature, selling strong drink, 
and other enterprises which, in any particular country in ques- 
tion, are no longer permitted. 

Weak Points in Proprietorships.—Certain disadvantages in 
the proprietorship form of business organization should be 
mentioned. That of unlimited liability has already been re- 
ferred to and needs no further comment here. In many cases 
the proprietorship represents far greater concentration of risk 
than most people can afford to subject themselves to. One 
of the soundest principles of investment is that there should 
be a scattering of risks; the eggs should not all be in one 
basket. A certain class of proprietors obviates this difficulty 
by actually being in several types of business at the same time 
so that the risk is thereby spread over several ventures. If 
one of these starts to go bad, the proprietor can soon withdraw 
and either confine his attention thereafter exclusively to the 
remaining ventures, or until another one of promise looms on 
his horizon. Again, most people can profit considerably by 
talking over business affairs with others whose interests are 
in the same line. It is true in business, as in other lines of 
activities, that two heads are better than one. This disadvan- 
tage is offset in part, however, by the fact that the proprietor 
can act with great promptness, thus taking advantage of oppor- 
tunities that must be seized at once if they are to be capitalized. 
It is offset further by the fact that the proprietor can operate 
his affairs secretly, thus keeping his competitors from a knowl- 
edge of his affairs. A final disadvantage to be noted is that 
many lines of business do not lend themselves to being con- 
ducted in the most profitable manner upon a small scale. For 
this reason, the proprietor is, therefore, excluded from all those 
activities where large amounts of capital are necessary to insure 
the most economical operation. This is a serious matter to 
proprietorships in general, inasmuch as modern business shows 
a marked tendency, in numerous lines, toward greater concen- 
tration of capital in large units. 

The Future of the Proprietorship.—Ease of organization 
and management, and the relatively small amount of capital 
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that is necessary for one to command in the vast majority of 
one-man concerns, account in a large measure for the pre- 
ponderance numerically of proprietorships. It is probably not 
too much to say that proprietorships in large numbers will 
always remain in the world of business affairs. In fact, for 
a long time to come, they are likely to outnumber other forms 
of business organization. This is due to a variety of reasons, 
of which a few will be mentioned here. 

Inasmuch as a large number of would-be enterprisers (pro- 
prietors) have but moderate ability in management, the pro- 
prietorship will continue to furnish for them the best possible 
means for exercising their limited talents. Again, many forms 
of business are better adapted to the small unit than to a 
larger and more complex one. “As long as human nature re- 
mains as it is, certain articles always in strong demand will 
not become standardized. It is impossible for us to believe 
that the time will come, at any rate in the near future, when 
women will be satisfied to wear hats duplicated by the tens of 
thousands in a corporate factory, or when evening gowns will 
be widely standardized in color, material, and pattern. The 
better class of men’s clothing and furnishings also must bear 
some distinctive imprint of the individual workman. Further- 
more, the time is not at hand as yet when the corner drugstore 
or grocery can be dispensed with. These business places are 
convenient for the buyers in the neighborhood and are render- 
ing to their local customers an important service. Finally, the 
fact that in satisfying many human needs a direct personal 
service is desirable for those who can afford it, will tend to 
keep in existence such proprietorships as render high-grade per- 
sonal service. Hairdressers and beauty-shop specialists in gen- 
eral, novelty shops, and the like, give promise of continuing 
to perform an indispensable service in their relatively small way 
to discriminating patrons. 


Chapter III 
PARTNERSHIPS 


The Partnership an Adaptation to Changing Business 
Conditions.—In tracing the development of the forms of busi- 
ness organization from the simplest to the more complex, the 
first step in advance of the proprietorship was the partnership. 
In all probability the partnership evolved in the course of time 
as a better adaptation, in many instances, than the one-man 
concern for carrying on a growing business enterprise. As 
both production and commercial ventures became larger and 
more complex, additional capital and brain power came into 
strong demand in order that various businesses might con- 
tinue to carry on successfully. 

A natural way to meet the new situation was first for 
brothers or other relatives to pool their capital and efforts in 
the enterprise and share the profits and losses. This plan seems 
commonly to have been followed. The copying later of the 
same plan of business-ownership organization by persons other 
than those related by blood and family ties was another natural 
step, and it was soon adopted. Most of us have seen partner- 
ships developed in our own day when an individual who is 
prospering in business undertakes to interest someone else 
in it in the belief that there will be still greater prosperity 
if the business expands. The former having succeeded in 
selling the idea to his chosen candidate, the latter contributes 
some capital, and undertakes to share the risk and responsibil- 
ity of management. Thus a partnership has been formed. 

Historical Background.—No attempt will be made here to 
trace the progress of the partnership form of business organi- 
zation from its beginnings, but it may not be amiss to indicate 
a few landmarks in the history of partnerships. It may be 
inferred that in Roman times partnerships were well-known 
forms of business enterprises, for the Roman law respecting 
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partnerships was carefully worked out. Their organizations 
of the partnership type were not exactly like our modern part- 
nerships—they probably embodied, as well, some of the fea- 
tures of the corporate form of organization. Just when 
partnership organizations of the present-day type based upon 
family relationships came into being is still uncertain. It 
seems highly probable, however, that they originated several 
centuries ago in connection with trading, fishing, or some such 
common activity of the workaday world. There are those 
who contend that from the fourteenth to the sixteenth centu- 
ries partnerships became a common form of business unit— 
perhaps the outstanding form for carrying on the then larger 
types of business enterprise. 

In the United States throughout the few decades preceding 
the Civil War, the partnership was relatively common, more 
common, in all probability, than the business corporation. With 
the general economic development of the country that followed 
the recovery from the Civil War, the partnership began to 
lose ground in favor of the corporation, and the movement con- 
tinued into the twentieth century. The result has been that 
the partnership now plays a relatively small part in the eco- 
nomic life of the nation. In certain lines of endeavor, such 
as in the professions, to a certain extent in the investment 
banking business, in merchandising, including both wholesale 
and retail, and in that limited number of commercial and in- 
dustrial ventures where small business enterprises of limited 
capital can function efficiently, it occupies a conspicuous place. 
Probably it would be safe to say that the number of partner- 
ships in this country at the present time does not vary much 
one way or the other from ten per cent of the total number 
of business units. 

Definition.—It is very difficult to define a partnership in a 
way that is wholly satisfactory. This has been so keenly ap- 
preciated by some writers on partnerships that they have not 
attempted definition at all, but have been contented with ana- 
lyzing the relationship established when a_ partnership is 
brought into existence. For our purpose, the following defini- 
tion will suffice: A partnership is a relationship existing be- 
tween persons (usually natural persons), which relationship 
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is embodied in a contract, expressed or implied, existing be- 
tween such persons as are carrying on a business enterprise, 
which is owned by them in common.’ In some countries, such 
as the United States and England, the contract may be merely 
an oral arrangement; whereas in other countries, France and 
Italy, for examples, the contract must be committed to writ- 
ing. It is well to bear in mind the following points regarding 
partnerships: They are unincorporated organizations ; they are 
composed of two or more legally competent parties; usually 
they are formed merely by an arrangement under the common 
law between the persons involved; the contracting parties ordi- 
narily contribute, as the capital stock of the business enterprise, 
cash or property or services or something else of material ad- 
vantage; the partnership is formed for the prosecution of some 
lawful business of which the partners are the co-owners; and, 
finally, the underlying motive in forming the partnership is the 
financial gain of the partners.” The reader should bear in mind 
that none of the above-mentioned characteristics should be 
passed over lightly: all are important. In a later section, more 
will be said of the distinctive characteristics of the leading 
types of partnership arrangements for business purposes. 

Who Can Enter into a General Partnership ?— Under ordi- 
nary circumstances, it is usual for a general partnership to be 
entered into by natural persons, and those who are old enough 
to be legally responsible for the relationship into which they 
enter in becoming a general partner. It is hardly necessary to 
observe that insane persons, infants, and felons may not be- 
come partners in a business undertaking. Certain persons, 
both natural and artificial, who were disqualified from becom- 
ing partners under the common law, have been given the right 
in certain jurisdictions by the passage of the necessary statute. 
Thus, women have been enabled to become business partners 
in their own name, and corporations may become partners to 
a partnership in those jurisdictions where a statute specifically 
authorizes them to do so. 

Association without Establishing a Partnership.— Various 
forms of organizations or associations are, in certain respects, 


* Cf. Grimorg, E. A., Handbook on the Law of Partnerships, p. 1. 
*Cf. MecueM, F. R., Elements of the Law of Partnershif, p. 3. 
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somewhat like partnerships, but they are so different in others 
that technically and legally they are not classed as partnerships. 
Here are included unincorporated associations for social, char- 
itable, religious and educational purposes, lodges, fraternal 
societies, and so on. These organizations do not meet all of 
the tests of the partnership as listed above, especially the sixth 
requirement, for, as a rule, the purpose of the association of 
the members is not their mutual pecuniary gain. 
Furthermore, it is possible for two or more persons to 
enter into a temporary relationship, in the nature of a partner- 
ship, without legally becoming partners. For example, two 
persons might decide to take a certain definite amount of money 
each and with it buy some form of goods which later is divided 
between themselves.. This act does not in itself establish a 
relationship of partners unless the parties in question were 
partners before. Furthermore, it has been held that two 
lawyers, who are not partners, but who join forces in handling 
a legal case, in working it up together and later dividing the 
fees between them, do not, by such acts, become partners in 
the enterprise. Other similar relationships of a temporary 
character, and not continued as a regular part of the business, 
are not regarded as partnership forms of organization.’ 
Business Partners Should Be Chosen with Discrimination. 
—tThe partnership form of business organization is one that 
is easily disrupted unless the partners have been chosen with 
care. One is likely to meet in a lifetime a considerable number 
of persons who make charming acquaintances or suitable com- 
panions and who, from a purely social standpoint, are almost 
everything that could be desired. Very few of these would 
be the right kind of business partners. It is probably fair to 
say that one meets in a long period of time but few persons 
who would make suitable partners in a business undertaking. 
The reasons for this are not far to seek. A large proportion 
of people have glaring defects of character that come out only 
when one comes to know them exceedingly well. Often know- 
ing a man socially does not reveal him in his true light; it may 
require the intimacy of business relationships to bring out both 
the good and the bad in one’s makeup. A business partnership 
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has been spoken of as business matrimony. This is really 
overdrawing the relationship, for a business partnership is 
easily broken up. The partnership would be an ideal type of 
business organization if all potential partners were honest, 
sober, hard-working, competent, cheerful, kindly disposed, and 
healthful. But, as every experienced person knows, most 
humans cannot qualify on all of these points. 

It is as true in partnerships as in the case of proprietorships 
that the energy and application with which the respective part- 
ners pursue their business (assuming that the enterprise is one 
of at least average possibilities) stand in a direct relationship 
to the profits that will be made. Close attention to business on 
the part of all concerned will result in larger profits; neglect 
of the business will prove disastrous. If one partner is in- 
clined to take frequent and lengthy week-ends, to attend a 
goodly share of the ball-games and other athletic and social 
events that are offering, the other partner (or partners) who 
are not disposed to sacrifice business interests to pleasure will 
become impatient, sooner or later, with the other. The time 
has not yet come when one individual in a partnership is will- 
ing to continue to devote all of his time and effort to the 
success of the business and share the profits with another, when 
the latter clearly and consciously contributes less time and 
effort than the former to the success of the enterprise. It is, 
therefore, impossible to over-emphasize the necessity of choos- 
ing business partners with discrimination if the business ven- 
ture is to continue for any considerable length of time and is 
to enjoy a large measure of success. 

Types of Partnerships.—From the standpoint of the scope 
of the business operations contemplated by various types of 
partnerships, they may be divided into several classes. In the 
first place, we have special partnerships which are formed to 
carry out a single venture and which, therefore, are not ex- 
pected to continue for any considerable length of time. An 
example of this type would be the chartering of a sailing ves- 
sel or a tramp steamer for carrying a cargo of goods to some 
domestic or foreign port, and bringing back a return cargo 
that has been purchased with the proceeds of the sale. Such 
business arrangements are relatively common but often are 
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not considered as ventures worthy of being classified as part- 
nerships. ‘They have been called by some writers joint-ventures 
or participation associations. As a matter of fact, many such 
temporary agreements are border-line arrangements and are, 
therefore, difficult to classify. (See pages 26-27). A second 
class of partnerships is known as the general type; it includes 
by far the largest number of partnerships. The plan consists 
in certain persons agreeing to associate themselves together in 
a chosen line of business, such as manufacturing or merchan- 
dising, in the expectation of forming a well-established and 
continuous business. Each partner normally contributes a 
definite amount of the capital—not all that he may have at 
his command—participates in the management, and shares the 
profits and losses of the enterprise. So far as his losses are 
concerned, his liability is unlimited. A third type has been 
given the name of the universal partnership, under which the 
parties to the contract undertake to pool all their capital and 
to devote their full time, energy, business skill, and other assets 
toward the success of the enterprise. It is seldom that partner- 
ships of this form are found. A fourth type is known as the 
limited partnership, in which are to be found one or more gen- 
eral partners having full liability for the debts of the concern, 
but associated with them are one or more limited partners who 
usually contribute cash in an agreed amount, but who do not 
share in the management of the enterprise. The liability of 
the limited partner (or partners) is confined to the sum of 
money contributed toward the joint venture. 

Classes of Partners.—There are several types of partners, 
of which the leading forms will here be mentioned. In the 
first place, we have the ordinary, general, or active partner, 
who devotes himself to the business and who is regarded by 
the public as being identified with the ownership and manage- 
ment of the organization. He has unlimited liability. Sec- 
ondly, we have the secret partner—one who participates in the 
management of the business on the same basis as a general 
partner but whose name is not associated with -the partnership 
by those with whom it carries on business. None but his 
associates know that he is interested in the business. The 
secret partner is sometimes identified with the silent partner. 
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The latter, however, shares in the profits of the business but 
has no voice in its management. The dormant partner is virtu- 
ally the same as the secret partner with the exception that he 
does not have anything to do with the management or the 
general carrying on of the firm’s business. The status of the 
dormant partner is such that if the business is not a success 
he will find that he possesses full liability for the firm’s obli- 
gations equally with the active members of the firm. The 
secret partner, if he is successful in concealing from the public 
the fact that he is really a member of the enterprise, may shun 
liability, but if it becomes known that he is associated with 
the enterprise, his liability is the same as that of the general 
partner. A nominal partner is one who lends his name to a 
firm, usually in order to strengthen its credit, but who has 
made no contribution in cash, property, or services, toward 
the operation of the undertaking. 

Some facts regarding the status of a limited partner already 
have been suggested under the heading, “Types of Partner- 
ships.” He contributes an agreed amount of capital toward the 
carrying on of the enterprise, and his liability for the debts 
of the firm are limited to the amount of his contribution. He 
must be careful, however, to see that all statutory requirements, 
with respect to limited partnerships have been met, the chief 
of which consists in publishing the fact, in whatever way the 
statute prescribes, that he occupies a special relationship in the 
enterprise. This serves as a notice to all who do business with 
the firm that certain specified partners, namely, the limited 
ones, cannot be held responsible for the debts of the 
partnership. 

General Partnerships Further Considered.—Inasmuch as 
most partnerships are of the general type, some further dis- 
cussion of their nature will now be given. The usual number 
of persons in a general partnership is from two to six, although 
eighteen or twenty have been known. The well-known bank- 
ing firm of J. P. Morgan and Company is a large partnership. 
In the industrial field, the Baldwin Locomotive Works, at the 
time of its change from a partnership to a corporation, in 
1909, was said to have been the largest partnership known. 
The basis of the relationship between the various partners is 
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established by a contract. Great care should be exercised in 
drawing up this agreement. An oral contract would do, and 
it is all that there is in certain cases. By far the better ar- 
rangement, however, is the written contract. Generally, such 
contracts in this country are formed under the common law 
rules applicable in all states of the Union except Louisiana. 
In many of the states the procedure under common law rules 
regarding the formation of general partnerships has been writ- 
ten down and has been embodied, through vote of the legisla- 
ture, in a statute. In passing, it may be added that many of 
the states have statutes relating to the formation of limited or 
other unusual forms of partnerships. 

Content of General Partnership Contract.—It is always 
safer to have a written agreement as the basis of the general 
partnership relationship, and the usual name of this agreement 
is the articles of co-partnership. There is no standard form 
for such an agreement, but it is possible to give a brief sum- 
mary of the usual content of such a document. The names 
of the partners and the firm’s name will, of course, be in- 
cluded ; the proportionate contributions of the various partners 
to the capital of the undertaking and whether such contribu- 
tions are in money, real property or other form; the propor- 
tionate participation of the respective partners in the profits of 
the enterprise, and the extent to which each shall occupy him- 
self with the affairs of the business; the particular scope of the 
enterprise or the field of activity in which the partnership will 
function; the length of time that the contract is to run; the 
arrangement for the salaries of the respective partners, so that 
there will be no question as to the amount that each may draw 
out of the business annually without intrenching upon the 
profits of the enterprise; a plan for winding up the business 
(particularly for dividing the assets) in the event of dissolu- 
tion; and an arrangement for adjusting the affairs of the busi- 
ness, if possible, in the event of some unforeseen circumstance 
such as the death of a partner; and, finally, the signatures of 
the contracting parties, together with those of the witnesses. 

Each General Partner a General Agent for the Firm.— 
One of the outstanding reasons why a partner should be chosen 
with great care is that each member of the firm, in a general 


32 THE FINANCING OF BUSINESS ENTERPRISES 


partnership, is a general agent of the firm for the transaction 
of its business. This means that each and every partner is 
fully liable for any contracts negotiated by any member of 
the firm so long as such member is acting ‘‘within the limit of 
the authority conferred upon him by the nature of the busi- 
ness.’ It is quite within the power of the partners to arrange 
among themselves any limitations considered desirable upon 
the authority of any particular partner or partners. Such 
domestic arrangements, however, are ineffective with respect 
to third persons who are ignorant of such arrangements. The 
only important instance whereby any partner in making con- 
tracts with third persons could not bind the other partners is 
where such partner was acting outside of the scope (or field) 
of the business for which the partnership was formed. This 
being the case, it is apparent that, as a safeguard, it is particu- 
larly desirable that the articles of co-partnership should mark 
out as definitely and clearly as possible the exact scope of the 
firm’s business. By so doing, the other partners cannot be 
held liable for contracts made by one partner, if thereby he 
departs from the well-recognized field of the enterprise. 

The Interest of a Partner Not Transferable at Pleasure.— 
The relations established by the articles of co-partnership are 
such that a partner cannot transfer his interest in the firm to 
another party, except by common consent of all the other part- 
ners. Even though the partners should agree to this arrange- 
ment, a new partnership is thus established, although the 
business may continue under the old name. Similarly, the 
death of a partner terminates the business. An adjustment 
may, of course, be made whereby, so far as the general public 
is concerned, the old business to all appearances still continues, 
but legally a new partnership has been created. It should also 
be understood that a general partnership is not a distinct entity, 
separate and apart from its members, as is a corporation. A 
dissatisfied partner cannot bring suit against the firm nor can 
the latter sue its members. It is, of course, understood that 
the partners shall act in good faith and that they shall deal 
fairly with their associates in the business. In case of dis- 
satisfaction, therefore, on the part of any partner, the latter 
is entitled to have an accounting made to find his exact status 
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with respect to the business. It is also a well-recognized prin- 
ciple of partnerships that any particular partner cannot delegate 
his authority to someone else outside of the business. 

Advantages and Disadvantages of the General Partner- 
ship.—The partnership form of organization has certain ad- 
vantages, some of which are the same as those mentioned in 
the preceding chapters with respect to the individual partner- 
ship. It is easy to form; relatively prompt action can be 
secured, especially if the partners get along well together; the 
plan is, in many respects, adaptable to many types of enter- 
prises ; more capital can be assembled than in a proprietorship; 
the firm’s credit is usually good, especially if one or more part- 
ners are well-to-do; and there is considerable flexibility in the 
organization in that an adjustment may readily be made when 
changing business conditions make this desirable. Moreover, 
there is a strong incentive for the partners to put their best 
efforts into the business, although, if some of the partners 
apply themselves to the enterprise more unsparingly than 
others, lack of interest of other partners in the enterprise may 
result in a general weakening of the morale. 

The disadvantages of the general partnership consist in 
the unlimited liability attendant upon each partner; the danger 
of an inexperienced and unscrupulous partner committing the 
firm to contracts which are undesirable; decisions that should 
be made promptly may be delayed if the partners do not pull 
well together ; and the partnership is always in danger of being 
disrupted through death, incompetence, and dissatisfaction 
which may arise in any one of a number of ways. In spite 
of these disadvantages in specific cases, there are instances 
where partnerships have survived, to all outward appearance, 
for several generations. What usually happens, however, even 
in the cases of the most smoothly running partnerships, is 
that, if they last through several decades, the normal expan- 
sion of the business is likely to result sooner or later in a 
corporation being formed to take over the affairs of the 
partnership. 

Limited Partnerships.—The limited partnership is a device 
whereby there may be brought into a firm, if thought desir- 
able, one or more persons who contribute an agreed amount 
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of capital toward the carrying on of the business, but where 
such partner (or partners) does not participate actively in the 
management of the business. This means that the limited 
partner or partners enjoy limited liability, as is normally the 
case in the purchase of stock in a corporation. There must be, 
however, one or more partners in the enterprise who are gen- 
eral partners with unlimited liability. Limited partnerships 
are formed under a statute. Because of the fact that corpora- 
tions nowadays are formed with such ease under a general in- 
corporation law of this state or that, limited partnerships are 
said to be relatively uncommon. 

Limited Partnerships Have Long Existed.—These rather 
unique organizations are by no means new. It is said that 
they were common in Roman times, that they reappeared in 
the Middle Ages, and that the limited partnership of the pres- 
ent day is an outgrowth of, or a direct descendant of, similar 
forms of business organization that existed centuries ago. 
There is authority for the statement that the limited partner- 
ship was introduced into the United States from Europe, prob- 
ably from France. The plan virtually enables a person to buy 
a share in a business without assuming a proprietor’s risk, in 
that his liability in the enterprise ceases with the payment of 
the sum agreed upon, so that the profits accruing to a limited 
partner are analogous to the dividends secured from a pur- 
chase of stock in a dividend-paying corporation. 

A Limited Partner Not a General Agent of the Concern.— 
Inasmuch as a limited partner does not share in the manage- 
ment of the enterprise, he is not able to make contracts that 
are binding upon the firm. In this regard, his position is 
identical with that of a shareholder in a corporation. More 
specifically, however, it should be noted that the powers of a 
limited partner as an agent of a concern are only those which 
are conferred upon him by statute. Ordinarily, the statute 
under which a limited partnership is formed confers no such 
powers. 

Limited Partnerships under New York Statute—A few 
statements regarding the status of limited partnerships under 
the statute of New York State are given here as illustrative of 
the statutory requirements regarding such business organiza- 


PARTNERSHIPS 35 


tions. Limited partnerships are formed for the carrying on 
of any lawful business, except banking and insurance, by a 
number of persons, one or more of whom must be general part- 
ners, and the others limited partners, by making, severally sign- 
ing and acknowledging, and causing to be filed on record in 
the clerk’s office,of the county where the principal place of 
business of such partners is located, a certificate containing 
prescribed data. Here should be included the name of the 
concern ; its principal place of business; the nature of the busi- 
ness to be transacted; the names of the general and special 
partners, distinguishing the one from the other; the amount of 
capital each contributes; and the time when the partnership is 
to begin and when it is to end. 

The law also requires that soon after such certificate has 
been filed, a copy of it, or a notice containing the substance 
thereof, shall be published once a week, for six successive 
weeks, in two newspapers of the county where the certificate 
was filed. Such advertisement, as already noted above, serves 
as constructive notice, upon those who in the future will do 
business with the firm, that certain specified partners are to 
enjoy limited liability. The statute is perfectly clear upon the 
point that general partners in such an arrangement are jointly 
and severally liable as general partners are by law. It also 
states that the special partners are limited in their liability for 
the debts of the partnership to the amount of their contribution 
to the enterprise. 


Chapter IV 
JOINT STOCK ASSOCIATIONS 


What Is a Joint Stock Association?—In England and on 
the continent of Europe, the joint stock association is a well- 
known type of business unit, but in this country it is an un- 
usual form of business organization. For this reason, more 
than for any other, its plan of organization and management 
are not very well understood here. Some persons, otherwise 
well informed on matters of business organization, regard the 
joint stock association as a specialized type of corporation, 
and others associate it with some sort of partnership adventure 
that was introduced into this country from Europe. As a mat- 
ter of fact, the joint stock association is a difficult form of 
organization regarding which one cannot generalize with cer- 
tainty. Nevertheless, some general observations may help in 
some degree toward a better understanding of this interesting 
form of business organization. 

It may be well at the outset to resort to definition. A joint 
stock association may be defined as a voluntary organization 
whose plan is set forth in a contract which has been subscribed 
to by a relatively small number of individuals who thus arrange 
to carry on a business with a view to profit; membership in 
the enterprise is evidenced by shares of stock, transferable at 
will either to an original member (or members) or, if so de- 
sired, to one or more persons who were not, until such trans- 
fer, part owners of the concern. 

Comparison with Other Types of Business Organizations. 
—In certain respects, the joint stock association is very much 
like a partnership, particularly in that the arrangement is based 
upon a contract similar to the articles of co-partnership in a 
general partnership. Moreover, in a considerable proportion 
of joint stock associations the liability of the shareholders is 
unlimited, so that they stand, in regard to liability, in the same 
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position as general partners. The members of the joint stock 
association are not, however, general agents of the organiza- 
tion, so that here is to be found an important difference be- 
tween the partnership and the joint stock association. 

An outstanding point of difference between the joint stock 
association and the corporation is that the former does not 
operate under a charter, as do all corporations. The transfer- 
able system of shares, however, represents a point of similarity 
between these two types of business ventures, and so does the 
plan of delegated management. Some one has aptly remarked 
that the joint stock association is an intermediary form of 
business organization that has been interjected between the 
partnership and the corporation. It has various attributes of 
each, but in certain important respects is different from either. 

Financial Plan.—It is common for joint stock associations 
to be capitalized at a certain round sum, such as $500,000. It 
has been the common practice to give the shares of capital 
stock a certain par value; and, if this were $100, there would 
be 5,000 shares in a concern capitalized at the amount indi- 
cated above for the purpose of illustration. These shares 
which represent fractional amounts of the total capital stock 
are very similar to the shares of stock in a corporation. They 
are listed, at times, on the stock exchanges, are bought and 
sold as are corporate shares, and are as readily transferable as 
the latter. As is the case of shares in corporations, they repre- 
sent a certain proportional claim on the part of the holder to 
the net earnings of the enterprise, and, in case the business is 
to be wound up, they represent a corresponding claim upon 
the assets. The shares are likely to be rather closely held and 
usually are distributed originally only among the subscribers 
to the articles of association, in accordance with their relative 
contributions to the total capital stock of the enterprise. It 
practically never happens that those who propose to launch 
a business venture under the joint stock association plan under- 
take to sell shares of stock to the public. Sometimes, however, 
bonds or notes may be issued, and these are sold to persons 
outside of the organization. 

Classes of Joint Stock Associations.—Joint stock associa- 
tions may be divided rather arbitrarily into two outstanding 
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classes. In the first place, we have the type which is formed 
under the common law and not under a statute. The second 
type may properly be called the statutory type, in that it is 
formed under a state statute governing such forms of organi- 
zation. The common law joint stock association approaches 
more nearly the partnership, whereas the statutory type is more 
nearly like a corporation. 

System of Management.—It is common for the joint stock 
association to be managed through a board of directors or 
managers, which in some instances is self-perpetuating. This 
means that the owners of the enterprise delegate the manage- 
ment of the business to certain persons who thus become the 
authorized agents of the organization. Such managers are usu- 
ally chosen from among the shareholders so that they have a 
direct pecuniary interest in the success of the enterprise. The 
property of the joint stock association is commonly held by a 
board of trustees, which is, for all practical purposes, a com- 
mittee of the board of managers. The trustees are, in certain 
instances, elected by the managers themselves and not by the 
stockholders, and the selection, as already intimated, is likely 
to be confined to members of the board of managers. 

Few State Statutes——The common law type of joint stock 
association may be formed in any part of the country under 
common law rules governing such organizations. Only a few 
states, however, have passed a statute under which the statu- 
tory type of joint stock association can be formed. Among 
the states that have provided the necessary legislation are New 
Jersey, Pennsylvania, Virginia, Ohio, Michigan, and New 
York. Inasmuch as the best-known business organizations of 
this type are found in New York State, some attention will 
now be given to the special statute of New York pertaining to 
joint stock associations. 

The New York Law.—Under the General Associations Law. 
of New York State, the joint stock association is understood 
to mean every unincorporated organization, based upon written 
articles of association, which has capital stock divided~ into 
shares. The owners of such shares are known as “stock- 
holders” just the same as though they had shares in a corpora- 
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tion. Incorporated organizations are specifically excluded from 
the General Associations Law. 

The articles of association may prescribe, among other 
things, that a stockholder’s death or the transfer of his shares 
to some other party will not dissolve the concern. They may 
provide, furthery for the management of the business through 
directors, of which there must be three or more. Within sixty 
days after the formation of any joint stock association under 
the General Associations Law, and annually thereafter, there 
must be filed, both with the Secretary of State and with the 
clerk of the county where the principal business of the organi- 
zation is located, a certificate signed by the president and treas- 
urer, stating the name and date of organization of the associa- 
tion, the number of its stockholders, the names of its officers 
and their places of residence, and the principal place of busi- 
ness of the concern. These certificates are recorded in the 
offices of the Secretary of State and the clerk of the county 
in question. 

Shareholders’ Liability—The statute governing the forma- 
tion of joint stock associations in New York State does not 
make specific provision for unlimited liability on the part of 
the shareholders, but a modification of limited liability is se- 
cured in that, in certain cases of the initiation of proceedings 
against the joint stock association through a designated officer 
of the same, it would seem that the separate shareholders can- 
not be sued until the common property of the association has 
been exhausted. As long as the business affairs of the associa- 
tion are being conducted successfully, there will never be any 
question as to the liability of the shareholders. In case, how- 
ever, the business enters upon an unfortunate period, the exact 
status of the shareholders with respect to liability is somewhat 
uncertain, even though an attempt had been made in the arti- 
cles of association to limit the liability of the contracting 
parties and their successors. In most all other states where 
joint stock associations are formed under a statute, the share- 
holders’ liability would seem to be more definitely assured, 
especially if the contract were properly drawn, if all the provi- 
sions of the statute governing joint stock associations were 
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carefully followed, and if proper notice were served on parties 
doing business with the association. 

Articles of Association May Be Changed.—This is accom- 
plished under the New York law by the consent of all the 
“stockholders,” or it can be done by following the procedure 
laid down in the articles of association, provided the original 
articles made provisions therefor. Unless the articles of as- 
sociation contain provisions to the contrary, the number of 
directors may be increased or reduced, provided there are 
never less than three. There also may be an increase in or 
reduction of the original amount of capital stock, under certain 
specified conditions. 

Examples of Joint Stock Associations.—There are some 
banking and investment houses in this country that are organ- 
ized under the joint stock association plan. The well-known 
banking house of Goldman, Sachs and Company is reported 
to have been organized, for a time, not a very great while ago, 
as a joint stock association. In the industrial field the Pierce- 
Fordyce Oil Association was operated as a joint stock associa- 
tion for several years prior to 1917, when the concern was 
incorporated. Certain express companies that have had a long 
and successful history were organized under the joint stock 
association plan. This is true of the Adams Express Company 
which was formed in 1854 as a common law organization in 
New York State. A self-perpetuating board of managers 
directs the affairs of the company. Its property is held by 
trustees, elected by the board of managers from within its own 
ranks. Both the American Express Company and the National 
Express Company also are joint stock associations. 


Chapter V 
MASSACHUSETTS TRUSTS 


Our survey to this point of the types of business organiza- 
tion, as they have developed from the simplest to the more 
complex forms, has led us to give particular attention to the 
individual proprietorship, general and limited partnerships, and 
the joint stock association. Before undertaking a study of 
that type of business organization, the corporation, which, in 
many respects overshadows all other types, and which is the 
main object of study in this volume, we shall give brief con- 
sideration to a few less known and more unusual forms of 
business organization than any we hitherto have treated, unless 
it be the joint stock association. Although there are several 
forms that would fall into this class, attention will be directed 
only to business (or Massachusetts) trusts, partnership asso- 
ciations, syndicates, and. mining partnerships. 

Business (or Massachusetts) Trusts: In the Real Estate 
Field—This form of business organization which is found 
in operation ini various states of the Union carries at times the 
name of one of the New England states—Massachusetts. In 
all probability, this is due to the fact that before 1912 the cor- 
poration laws of Massachusetts contained no provision for the 
organization thereunder of realty companies. Now there were, 
of course, persons in Massachusetts who wanted to deal in 
real estate. Some of them were satisfied to carry on their 
Operations as proprietors or partners, while others naturally 
wished to avail themselves of the corporate form of business 
organization. But inasmuch as this was not allowed it was 
but natural for some plan of organization to be effected which 
would give the parties concerned all the legal safeguards that 
a corporation naturally provides. In order, therefore, to get 
around the legal impossibility of operating as a corporation, 
the plan was devised by someone of forming real estate com- 
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panies without a charter from the state but under the trust 
arrangement whereby a trust estate was created. The parties 
who executed the trust agreement came to be called bene- 
ficiaries under the trust, and shares were issued to them repre- 
senting their proportionate participations in the ownership of 
the business. The whole capital of the enterprise, whether in 
the form of cash or real estate, was placed in the hands of 
trustees who held the same in trust for the financial advantage 
of the beneficiaries and who had wide powers in the manage- 
ment of the’ enterprise. The trust agreement prescribed that 
both the beneficiaries and the trustees were to enjoy limited 
liability. By this we mean that the beneficiaries and their suc- 
cessors were to be liable only for their original investment, 
whereas the trustees were to have no financial liability whatso- 
ever, provided they were carrying out their trust with due 
diligence and energy. We see, therefore, that the beneficiaries 
were very much the same as the stockholders in a corporation, 
and that the trustees occupied very much the same position 
as that of the directors in a corporation. 

Trusts in Other Fields than Realty.—Inasmuch as the 
general plan of the trust was successful in Massachusetts in the 
real estate field, it was only natural that it should come in 
time to be extended into other fields within the same state. 
This is what happened. Later on, in other states of the Union 
the same movement took place in a variety of fields, such as 
textiles, gas, oils, transportation, pulp and paper manufactur- 
ing, etc. In the southern oil fields of the United States a 
number of oil properties were organized under the trust plan. 
Some of these were highly speculative ventures and, as was to 
be expected, they failed. This naturally subjected the trust 
form of business venture to considerable adverse criticism, 
although in fairness it should be said that, no matter what plan 
of organization had been adopted by such ventures, there would 
have been the same chance of failure. 

One cannot state with any degree of certainty the extent to 
which the trust form of business organization has been adopted. 
Only a small number of states require a public record to be 
made of the trust agreements, so it is next to impossible 
even to estimate their number. It is probably safe to say, 
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however, that the number of such organizations is very small 
as compared with the number of business corporations within 
the country. Some important business organizations that are 
reported to have followed the trust form are: Amoskeag Manu- 
facturing Company; Chicago Elevated Railways Collateral 
Trust; Great Northern Iron Ore Properties; Ludlow Manu- 
facturing Associates; Massachusetts Lighting Companies; 
Montgomery Ward Warehouse Associates; Pepperell Manu- 
facturing Company, and Texas Pacific Land Trust. 

Additional Features of Business Trusts——The Massachu- 
setts Trust, so-called, is known under other names. In some 
cases it is called merely a business trust; in other cases it is 
spoken of as a voluntary association formed under a deed of 
trust; in some cases it is spoken of as a common law trust. 
The trust agreement corresponds to the articles of co-partner- 
ship in an ordinary -business partnership. The deed of trust 
is a contract between the trustee on the one hand, and any 
number of persons, from one upward, as parties of the second 
part, who are known as beneficiaries. The participation certifi- 
cates that are issued to the parties of the second part are 
transferable and in some cases are listed on the stock ex- 
changes. Furthermore,-it is possible for a business organized 
under the Massachusetts Trust plan to have more than one 
type of security. The trust agreement describes among other 
things the nature of the business, the rights and duties of the 
trustees and of the shareholders, the plan for appointment of 
the officers and employees, the name of the business organiza- 
tion, and other matters that normally would come within the 
scope of a general business agreement. It is usual for the 
trust agreement to be limited to a period of something like 
twenty years’ duration, although upon the expiration of the 
same a new agreement may be drawn up and the business con- 
tinued, just as a corporation may continue after its charter has 
been renewed. 

Advantages and Disadvantages of the Business Trust.— 
Practically all the advantages of the corporate form of busi- 
ness organization accrue to the business trust.’ In general, it 
is more economical to start and operate a business venture 
under the trust form than under the corporate form, inasmuch 
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as the business trust does not ordinarily have to secure a license 
to operate in any particular jurisdiction nor is it taxed as 
heavily in most cases as is a corporation. The great power 
concentrated in the hands of the trustees is an advantage in 
most particulars, especially if the trustees are. able business 
men. ‘The trustees have greater permanence than boards of 
directors of a corporation usually have, and this is likely to be 
an additional advantage. 

The greatest disadvantage of the business trust would seem 
to be lack of uniformity of court precedents governing its vari- 
ous relationships. This means that there is always more or 
less uncertainty as to what the decision is likely to be in any 
particular matter that is brought before the courts for a ruling. 
In other words, the procedure regarding this step or that in- 
volving trust relationships has not been as fully and carefully 
adjudicated as has the corresponding procedure for corpora- 
tions in those states, such as New Jersey and Delaware, where 
the corporation laws have been tested by the courts on practi- 
cally all important points. It is a question whether in the long 
run it is going to be found possible for a business organiza- 
tion, such as that of the Massachusetts Trust type, to secure 
corporate advantages without assuming such liability as usually 
accrues to corporate ventures. In reviewing certain recent 
court decisions with respect to liability under the Massachusetts 
Trust plan, one writer’ has keenly pointed out in effect that 
although the decisions under consideration, owing to statutory 
and other considerations, were not based on exactly the same 
grounds, they would seem to convey unmistakably a warning 
“against hasty or ill-advised attempts to operate business enter- 
prises under trust agreements,’ where the purpose presum- 
ably was to secure the advantages accruing to corporations, 
without assuming full liability. 

The Partnership Association.—This type of business unit 
is provided for in the statutes of Pennsylvania and Michigan; 
it is much like the joint stock association. The partnership 


*Cuixps, Lesiiz, “Danger Points in ‘Massachusetts’ Business Trusts,’ in 
The Annalist, July 30, 1926, pp. 140-141. 
See also “Corporation Topics,” issued by Registrar and Transfer Com- 
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association is a voluntary arrangement among the partners who 
operate under a contract arranged between themselves, rather 
than under a charter secured from the state. It should always 
be remembered that a business organization operating without 
a charter secured from a sovereign state is not, strictly speak- 
ing, a corporation. The articles of association which initiate 
this peculiar type of business unit have to be approved by a 
designated state official, or at least there must be filed with 
one or more state officials the certificate of association. Cer- 
tain reports also must be filed as required, and an annual tax, 
analogous to that required from corporations in certain states 
under the name of a franchise tax, must be paid. The share- 
holders in these organizations have limited liability, and the 
word “Limited” should appear in the official name of the 
partnership association. These organizations have no inherent 
right to operate in other states than the one in which they 
were formed. If, however, they are granted the privilege of 
operating in one or more other jurisdictions outside of the 
one in which they were formed, they may lose their limited 
liability advantage outside of the home state and be regarded 
there legally as general partnerships. This is a strong factor, 
therefore, in keeping partnership associations purely intra- 
state business units. 

The interest of each partner in the partnership association 
ordinarily is represented by one or more certificates of stock 
which are not freely transferable. An original subscriber to 
the articles or certificate of association is, of course, a member 
of the organization; he receives his due share of the stock 
certificates and is entitled to vote for the members of the board 
of managers. If, however, a member of the partnership as- 
sociation sells his share to someone outside the organization, 
the purchaser must ask for election to membership, and this 
must first be granted before he receives the rights and privi- 
leges that normally go with the ownership of the stock certifi- 
cates. If membership is refused, an appraisal of his shares 
will be made by court order and the owner will be reimbursed 
by the partnership association to the amount determined by the 
appraisers. 
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Syndicates——A syndicate is a special type of partnership 
arrangement entered into by a group of individuals for the 
express purpose of putting through a business deal that is 
likely soon to be consummated. The members, or parties to 
the syndicates, are mutually interested in the business proposi- 
tion that has been brought to their attention and agree to 
assume the risk in putting through the proposed venture and 
to share in its profits. The syndicate is a well-known form 
of business organization in the field of investment banking. 
It will be discussed more fully in a later chapter devoted to 
the subject of underwriting securities. The plan has also 
been used by realtors in the development of suburban districts, 
or in the acquiring of a piece of land for early disposal at an 
expected advance in price. 

Syndicate arrangements are sometimes formal, sometimes 
informal; that is, there may be a written contract or merely 
an oral agreement. A common procedure is for the preliminary 
arrangements to be made informally, as, for instance, by tele- 
phone; and after this the more formal arrangements, will 
probably be put into writing. 

Differences between the Syndicate and an Ordinary Part- 
nership.—The syndicate is to all intents and purposes a special 
partnership arrangement, but it differs from an ordinary part- 
nership in certain respects. The death of the general partner, 
as explained above, terminates the general partnership. If, 
however, a member of a syndicate agreement should die before 
the syndicate has been wound up, the deal is not thereby auto- 
matically canceled, but it is carried through as though all 
of the original members were still alive. At the close of its 
operations, however, the estate of the deceased member of 
the syndicate will be rendered an accounting and will receive 
its proper share of the proceeds realized by the business ven- 
ture. Another point of difference between a typical partner- 
ship and the syndicate is that a partner may not sue the firm 
of which he is a member, or any of his colleagues in the part- 
nership, but he may appeal to a court for an accounting. In 
the syndicate agreement, however, the various members of 
the syndicate may sue one another on such counts as breach 
of contract or division of the profits. Finally, it is a rather 
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widely recognized principle that the individual members of a 
syndicate are not general agents of the organization when 
acting within the general field for which the syndicate was 
formed. In other words, there is usually a syndicate manager 
with wide powers to whom the general management of the 
organization has been committed by the various members of 
the syndicate as such. 

Liability of Syndicate Members.—It is seldom that the 
question arises as to the liability to third parties of the members 
of a syndicate. Competent authority has stated that if the 
syndicate venture should become absolutely insolvent the mem- 
bers would very probably be held as general partners. The 
members of a syndicate may be individuals, corporations, and 
other types of business units, and almost uniformly they are 
persons or organizations of considerable wealth and high 
standing in the community. The financial obligation of any 
party to such a syndicate agreement is usually a relatively small 
sum as contrasted with the net wealth of the subscriber. The 
deal is usually put through in a few days or a few months 
at most, and there is not the chance for a general wiping 
out of the assets of the organization as in long-time business 
ventures.- For this reason the financial liability of the sub- 
scribers to a syndicate is usually considered by them to be a 
matter of little moment. 

Mining Partnerships.—In mining regions a peculiar type 
of partnership arrangement is often met with to which has 
been given the name of mining partnerships. It is said that 
this type of business organization is the result of practices 
that arose in the early history of mining when two or more 
persons found it desirable to pool their interests in the develop- 
ment of mining claims. Very often the mining partnership 
applies merely to the profits to be derived from working the 
mine, the mine itself not being considered as coming within 
the scope of the partnership agreement. At times there are 
large numbers of persons in such partnerships. Membership 
may be transferred from one party to another without the con- 
sent of the remaining partners, nor does the death of a mining 
partner necessitate the winding up of the affairs of the con- 
cern. The partners are not general agents of the organization, 
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but they delegate the management of the enterprise to an as- 
sociate or a board of managers whose powers are somewhat 
limited and entirely within the scope of the business of the 
enterprise. The following quotation from a ruling of the 
United States Supreme Court indicates, in general, the nature 
of this type of business venture: “Mining partnerships, as dis- 
tinct associations with different rights and liabilities attaching 
to their members from those attached to members of ordinary 
trading partnerships, exist in all mining communities.” 


Chapter VI 


. THE CORPORATION 
The Corporation Defined.—In order that the essential fea- 
tures of the corporate form of business organization may be 
viewed from the standpoint of several authorities, there will 
be given at the outset some outstanding definitions of a cor- 
poration. One of the earliest of these dates from the seven- 
teenth century and is that of Sir Edward Coke (1552-1634), 
Lord Chief Justice of England. He wrote as follows: 


A corporation aggregate of many is invisible, immortal and rests 
only in intendment and consideration of the law. They cannot commit 
treason, nor be outlawed, nor excommunicated, for they have no souls, 
neither can they appear in person, but by attorney. A corporation 
aggregate of many can’t do fealty, for an invisible body can neither 
be in person nor swear; it is not subject to imbecilities or death of the 
natural body and divers other cases. 


Another celebrated English jurist, Sir William Blackstone 
(1723-1780), describes a corporation in the following words: 
A corporation is an artificial person created for preserving in per- 


petual succession rights which, being conferred on natural persons 
only, would fail in the process of time. 


The definition which, in all probability, left its greatest im- 
pression in this country in the nineteenth century, in that it 
tended to perpetuate the artificial personality concept of a 
corporation, was that of Chief Justice John Marshall in con- 
nection with his decision, in 1819, of the famous Dartmouth 
College case. He stated: 

A corporation is an artificial being, invisible, intangible, and existing 
only in contemplation of law. 


The outstanding characteristic of the corporate form, ac- 
cording to each of the definitions here given, is artificial per- 
sonality. In more recent times, various writers have stressed 

49 


50 THE FINANCING OF BUSINESS ENTERPRISES 


other features of the corporate form of organization than 
that upon which the principal emphasis has been laid by the 
authorities quoted. Having in mind both the historical and 
the contemporary concepts, a corporation may be described as 
a voluntary, self-governing, chartered association having an 
artificial personality and a relatively permanent existence; the 
motive prompting its formation is the private gain of its mem- 
bers,! it being understood, however, that the state in authoriz- 
ing its existence, contemplates that some public advantage will 
accrue.” 

Leading Features: (1) Of Voluntary Formation and 
Transferable Membership—From an examination of this 
definition, certain of the outstanding features of a corporation 
may be observed. In the first place, it is an organization of 
the owners or members of an enterprise of some sort, and it 
originated without compulsion, that is, as a voluntary act of the 
principal parties in question. In this respect a corporation 
does not differ from a partnership, a joint stock association, 
or various other organizations described in preceding chapters. 
The conditions of its membership are such, however, that a 
dissatisfied owner may retire at pleasure without disrupting 
the organization, simply by transferring his share of owner- 
ship at an agreed price to any other person whatsoever. Nor 
does the death of one or more of the owners of a corporation 
affect its successful functioning. It is conceivable that some 
calamity might sweep away a very large majority of the owners 
of a corporation without seriously handicapping its work, 
especially if the active agents or managers of the organization 
still remain. 

(2) Corporations Have Self-government—In the second 
place, a corporation is a self-directing or self-governing organi- 
zation in which we find majority rule, so that the corporation 
functions as a unit. It is, of course, understood that the work 
of the organization, from the standpoint of self-direction, must 
be in conformity with the terms set forth in the charter, with 
the provisions of the general enabling statute of the state from 


*See page 52, paragraph entitled Profits Are Expected. 

* Compare especially the concept of a corporation as given in Haney, 
Business Organization and Combination and in Davis, Corporations: Their 
Origin and Development. 
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which the charter was secured, and with the constitution of the 
state in question. If the corporation, therefore, is carrying on 
a legitimate business and if it is, in general, a law-observer, 
it has relative freedom of action in running its own affairs. 

Certain classes of corporations are subject to special super- 
vision not applicable to corporations in general. For example, 
railroad corporations are subject to state railroad commissions 
with respect to certain of their activities, and to the Interstate 
Commerce Commission with reference to others. National 
banks are subject to special supervision, and so are stock insur- 
ance companies. Public utilities, in general, are subject to the 
public utility commissions of the respective states in which 
they may be operating. Furthermore, corporations within the 
field of industry are, if engaged in certain interstate activities, 
subject to the general supervision of the Federal Trade Com- 
mission. . 

(3) Corporations All Have Charters.—In the third place, 
a distinctive earmark of a corporation is the charter, granted 
(nowadays) by a sovereign state. All students of history are 
aware that in earlier centuries, charters for carrying on busi- 
ness ventures were bestowed upon individuals by kings. Such 
charters usually conferred monopolistic privileges, and were 
granted either to court favorites or to others for a valuable 
consideration, such as a share in the profits of the venture. 
At the present time, however, the sovereign states grant 
charters. In this country the individual state governments 
possess this privilege, although for various specific purposes the 
federal government has authority to grant charters in certain 
fields. 

(4) Permanence.—In our discussion of partnerships, it was 
pointed out that they are easily disrupted, and that, with few 
exceptions, they last a relatively short time. The death or 
insanity of a partner precipitates a crisis. To all outward 
appearances this may be met successfully by the remaining part- 
ners and the heirs of the deceased or incapacitated partner 
agreeing upon an adjustment to the new situation. In reality, 
and legally, however, the old partnership has been terminated 
and a new one has taken its place. Corporations, on the other 
hand, are much more stable business units; as pointed out in 
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another connection, death or incapacity of some of the owners 
does not terminate the business. The organization effected 
when a corporation is brought into existence normally is ex- 
pected to survive from generation to generation; it is virtually 
permanent. Charters are granted nowadays for a relatively 
long period, such as fifty or ninety-nine years and, if all goes 
well, they can be renewed upon expiration. In some states no 
specified number of years for the continuation of the charter 
is mentioned. Once a corporation has been chartered, it con- 
tinues in existence until it is legally terminated, and this may 
be by any one of the following ways. The charter may be 
forfeited by failure of the incorporators and their successors 
to comply in all respects with the charter provisions. Again, 
the affairs of the concern may voluntarily be wound up through 
action of the stockholders themselves. Moreover, the concern 
may be forced to retire from the field because of violation of 
the law and a consequent order of a court to cease business. 
Furthermore, bankruptcy or insolvency or failure to renew the 
charter when it expires may cause a corporation to be termi- 
nated. Barring the happening of any of the foregoing, the 
corporation expects to enjoy a relatively permanent existence. 

For certain types of business, the corporate attribute of 
permanence or continuous existence is indispensable. For 
example, life insurance companies would either be forced out 
of business or they would be seriously handicapped and forced 
to adjust their business to new conditions if their stability were 
no greater than that of partnerships. They are entering into 
contracts continually, some of which may not be terminated for 
fifty to seventy-five years. Trust companies also depend upon 
the permanence of the corporate form of business organization 
for their successful functioning, otherwise they could not be 
certain of fulfilling various trust agreements that they have 
undertaken. It may easily be seen, therefore, that for some 
lines of business the characteristics of permanence and stability 
are fundamental. 

(5) Profits Are Expected—Again, it should not be over- 
looked that those who apply to the state for a charter for 
carrying on a business enterprise expect to reap profits from 


the enterprise. In the case of certain corporations in the non- 
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economic fields, such, for example, as various charitable or- 
ganizations, no private pecuniary gain is anticipated by the 
incorporators. Thus, a community chest may be incorporated, 
but this is not prompted by any motive on the part of the 
incorporators for reaping any pecuniary advantage in being 
organized under the corporate form. 

(6) Corporations Expected to Make toward Public Good.— 
Again, some public good is expected by the state in conferring 
charters upon individuals. No state government would expect 
to charter a corporation which clearly would be inimical to 
the public welfare, although it does not require a keen observer 
to see that the practical (though by no means anticipated) re- 
sult of the formation of corporations in certain isolated cases 
is far from advantageous to the rank and file of citizens. It has 
been held by a court- of competent jurisdiction that “the pur- 
pose in making all corporations is the accomplishment of some 
public good. Hence, the division into public and private has 
a tendency to confuse and lead to error in investigation; for 
unless the public are to be benefited, it is no more lawful to con- 
fer exclusive rights and privileges upon an artificial body than 
upon a private citizen.’ There is no question, when a sover- 
eign state grants a charter to a company, that the privileges 
so conferred are valuable. Something other than fees and 
taxes should be expected for the bestowal of such privileges. 
It is not too much to say that the state should be assured not . 
only that the functioning of the corporation will not be inimical 
to the public, but that it will result in the accomplishment of 
some public good. One writer most aptly sized up the situa- 
tion when he stated, in effect, that the real corporation problem 
arises in a large degree from the difficulty of harmonizing the 
private interest motive on the part of the owners of the 
corporation with the public welfare feature as contemplated by 
the state.’ 

(7) Limited Liability—The generally understood meaning 
of limited liability in connection with the ownership of stock 
in a corporation is that the stockholder’s liability for the debts 
of the business in question ceases when the full par value for 
his stock has been paid. If the stock is of the no-par-value 


1See Haney, Business Organization and Combination, p. 87. 
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type, the stockholder’s liability ceases when he has paid the 
amount agreed upon between the board of directors and him- 
self. The significance of this form of limited liability is that 
creditors cannot sue the stockholders for debts of the company 
if the stockholder has in his possession certificates which are 
“fully paid.” This is the normal situation with respect to the 
liability of stockholders, but corporations have been known 
whose members had full liability, as do the partners in a part- 
nership. Between these two extremes various degrees of liabil- 
ity have been known. 

In England, limited liability has, not always attached to the 
holding of corporate shares. After the passage of the Bubble 
Act (page 60) in 1720, England granted limited liability to 
new corporations very haltingly ; and even when granted, it was 
surrounded by what were thought to be proper restrictions. 
Not until well along in the nineteenth century was there in 
England complete acceptance of the limited-liability principle. 
This means that stockholders in a great many instances occu- 
pied a somewhat similar position, with respect to creditors, as 
did partners. 

In striking contrast with the situation that existed in Eng- 
land was the attitude toward limited liability in this country, 
for it seems that its principle was virtually taken for granted 
from the very beginning of our corporate history. So true is 
_ this, that limited liability came early to be recognized as a dis- 
tinctive feature of the corporate form of business organization ; 
and in those states where more liability attached to the owner- 
ship of shares than was usually required elsewhere on the 
same kind of stock, this was looked upon as an exception to 
the rule and more or less of a hardship. There has been, of 
course, for some time certain deviations from the usual liability 
which are rather generally accepted as being well-advised, such 
as the double-liability feature attaching to the ownership of 
stock in national banks. Moreover, certain states—Minnesota, 
for example,—have imposed the rule of double liability of 
stockholders in practically all types of corporations. The popu- 
lar incorporating states, however, uniformly follow the usually 
accepted principle of limited liability, namely, that a stock- 
holder’s liability ceases when his shares legally have been fully 
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paid. The subject of limited liability is referred to elsewhere 
so that nothing further need be said about it at this point. 

(8) Artificial Personality.—Finally, corporations are looked 
upon from a legal standpoint as possessing an artificial per- 
sonality,—a personality separate from and additional to that 
of the individuals who are the owners of the enterprise. The 
point we have Here in mind may be illustrated somewhat im- 
perfectly by stating that if twelve individuals, who were in a 
room of a certain building at a certain hour of the day, should 
receive at once a charter from the state for carrying on some 
line of enterprise, there would then be in the room, assuming 
a somewhat distorted stretch of the imagination, thirteen per- 
sons, twelve of whom were the original natural individuals, 
whereas the thirteenth would be the artificial personality as 
represented by the newly-created corporation. Because of its 
artificial personality,.a corporation may sue and be sued in its 
own name rather than in that of any of its officers or owners. 
It should be emphasized that the artificial personality attribute 
of a corporation was strongly set forth by Chief Justice John 
Marshall, in his definition of a corporation, as quoted above, 
where he stated: “A corporation is an artificial being, invisible, 
intangible, and existing -only in contemplation of law.” The 
same idea is stressed most forcibly by Sir William Blackstone 
and is set forth in no uncertain way by Lord Coke. As a 
matter of fact, the outstanding characteristic of a corporation 
emphasized by all three of the authorities quoted is the arti- 
ficial personality attribute. 

The idea that a corporation is a distinct artificial personality, 
a legal entity of itself, is still further evidenced by the fact 
that it may make contracts with its owners (stockholders), 
and, with due restrictions, even with its own directors and 
officers. Furthermore, the corporation may initiate legal pro- 
ceedings, if necessary and advisable, for the enforcement of 
such contracts, just as in their turn the owners, officers, or 
directors may resort to the courts to recover from the corpora- 
tion as such. 

How Idea of Artificial Personality May Have Originated. 
—lIt is difficult to determine at what time in history the idea 
of a corporation possessing an artificial personality or legal 
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entity may have originated. In Roman times, it is said, the 
Church was conceived by jurists for legal purposes as a dis- 
tinct entity, apart from its natural representatives. Be that 
as it may, our purpose here is to suggest a possible way in 
which the concept of artificial personality, as a corporate attri- 
bute, arose. There is reason to believe that the idea developed 
first in connection with corporations in the non-business field, 
and that it was adopted later by corporations of the business 
type. More specifically, it has been suggested that the origin 
of the artificial personality concept was derived from the long- 
time practice of making gifts to the Church. Many centuries 
ago, some public-spirited individual might have wished to give 
some of his land or a gift of money to the Church. It is 
reasonable to believe that, in the mind of the donor, such gift 
was not to be appropriated for the.personal use of the particu- 
lar individual or individuals who happened to represent the 
Church at the time, but was to accrue to the Church itself— 
an owner that would live on generation after generation, long 
after the demise of the individual who was the natural recipient 
of the gift. In other words, the real final recipient was not a 
natural person subject to the ills that human flesh is heir to. 
From the need of a permanent owner—one that would exist, 
in theory at least, forever—for holding such gifts and church 
property in general, it is quite possible that the idea was con- 
ceived by some one, of the Church having an artificial person- 
ality of its own. This concept would be merely an adaptation 
that human beings are perfectly capable of making,—in fact, 
such as they have made many a time,—to meet a new situation. 
In the case in question, unless some such adaptation had been 
made, the gift must needs be refused. 

Similarly, gifts of lands to cities or towns for the purpose 
of establishing a necessary market place or a public park would 
be placed in the hands of some legal representative of the city 
in question, who was empowered to receive such gifts. It 
would generally be understood, however, that they were not to 
be used solely by the people of a single generation but they 
were expected to last for many generations and to be the perma- 
nent property of the city itself. Hence the need of the concept 
of an artificial personality on the part of a municipal corpora- 
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tion; otherwise it could not hold the property, but some indi- 
vidual (or individuals) would have to perform this function. 
A similar line of reasoning might be applied to gifts to increase 
the endowment of educational! institutions. 

In course of time, when business corporations became more 
common and took their place alongside of the older types of 
corporations in the non-economic field, it would be but a natural 
and logical step for them to adopt the same concept of a cor- 
poration—that" of an artificial personality or legal entity, sepa- 
rate and apart from the present owners. Just when the first 
development of the artificial personality concept took place 
probably never will be known. It occurred at the time of, or 
before, the Roman period of history, reappeared in the Middle 
Ages, and was well recognized in the early part of the seven- 
teenth century, as witnessed by Sir Edward Coke’s definition of 
a corporation and of those of the later authorities quoted 
above." 

Historical—The corporation did not come into common 
use spontaneously ; rather it represents an adaptation to chang- 
ing conditions in the world of affairs that was slowly effected. 
The beginnings of the corporate form of organization, whether 
in the municipal, educational, religious or business field, seem 
lost in obscurity. There seems to be little doubt, however, that 
the idea of a number of persons associating themselves together 
according to a plan whereby there came into existence a brand- 
new artificial personality, separate and apart from that of the 
natural persons involved in the enterprise, was hit upon by 
some one rather early in the world’s political and economic 
development. 

Among the Romans the corporation performed an important 
function in the non-economic field; but, so far as we are aware, 
the business enterprises were carried on chiefly in one or an- 
other of the more simple forms of business units. It has been 
stated upon good authority that the Roman Collegia had a legal 
organization which possessed many of the attributes of the cor- 
poration as we conceive it legally at the present day. Although 
their membership changed from time to time, they continued in 


1See the discussion in Loucu, Business Finance, p. 25, regarding the 
probable development of the legal entity concept. 
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existence from generation to generation ; they were self-govern- 
ing, and they could sue and be sued in the name of an agent. 
These Collegia represented various interests, including among 
others, religious, military, and educational. Some of these 
Roman corporate or quasi-corporate forms of organization 
reached over into the beginnings of modern society. At any 
rate, they reappeared in much the same form as found in Ro- 
man times, and throve in the same fields. It would seem, 
therefore, that the line of connection, if any, between the 
Roman corporations and those of modern times was through 
the religious, educational, and municipal organizations, that is, 
those outside of the business field. 

Throughout the Middle Ages in England and on the Conti- 
nent the corporation was in common use for the organization 
of the government of towns and cities. Other human interests 
and activities, especially in the non-economic fields, continued 
to be organized under the corporate plan. By the later Middle 
Ages, corporations were beginning to be more or less common 
in certain types of businesses, especially foreign trade, fishing, 
banking and insurance. Due, however, to the relatively meager 
industrial development until comparatively recent times, the 
corporation, as a form of industrial organization, seems to 
have been used but slightly until after the nineteenth century 
was well under way. The other simpler forms of business units 
discussed in the preceding chapters were sufficient to handle 
most all industrial endeavors. : 

Stock-jobbing in the Eighteenth Century.—Considering 
the relatively meager economic developments of the times, in the 
latter part of the seventeenth and early part of the eighteenth 
centuries, business organizations of the corporate or near- 
corporate type were beginning in selected fields to be common 
in England and on the Continent. Trading (foreign trade) 
companies were formed in considerable number. Also the 
relatively small insurance, banking, and mining interests that 
existed followed usually the joint stock plan of operation. 
These were what we might call legitimate endeavors—enter- 
prises that contained only a normal element of risk. 

During the last ten or twelve years of the seventeenth cen- 
tury and continuing until the end of the first two decades of 
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the eighteenth century, the people of England, Holland, and 
France, particularly, were seized with a mania for speculation 
in stocks (or shares). Hundreds of new companies were 
promoted, and shares aggregating some two or three billions 
of dollars par value are said to have been marketed. Some of 
the enterprises, though somewhat speculative, had a fair chance 
of success, altltough others embraced the most impossible 
schemes imaginable. So great was the enthusiasm for buying 
shares that they were snapped up quickly for companies formed 
for such purposes as—the extraction of silver from lead; the 
making of salt-water fresh; the development of a wheel of 
perpetual motion; the insurance against death from drinking 
Geneva (gin). Other promoters found money at once flowing 
their way, even though they chose to withhold for a while the 
exact nature of the undertakings to be developed. 

In England, this speculative era was brought to a head and 
to an inglorious end by the failure of the South Sea Company, 
an enterprise promoted originally as a great trading company 
in 1711. It was brought into the limelight largely because of 
the comprehensive and unusual program that it ultimately ad- 
vertised, which program comprehended, among other things, 
the underwriting of the-nation’s debt. One writer, comment- 
ing upon these speculative propositions in general, stated that 
“the complication of credulity and dishonesty, of ignorance 
and avarice, threw England into what is scarcely an exaggera- 
tion to term a positive frenzy.” Finally in 1720, the stock of 
the South Sea Company, which had risen to £1,000, took a 
rapid tumble and those who had bought at the top of the 
market found themselves in possession of shares which were 
worthless. Fortunes were wiped out as suddenly as they had 
been made; the bubble had been pricked ; the general speculative 
era was at an end. Somewhat similar experiences occurred 
in Holland and France and brought an inevitably sad end. 

It may be of interest to mention that the British parliament 
later investigated the finances of the South Sea Company; and 
when “fraud and corruption” were revealed, the directors of 
the company were forced to shoulder the responsibility, as wit- 
nessed by the fact that their estates were seized to reimburse, 
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in part, at least, those who had suffered from their wrongful 
deeds. 

The great financial losses undergone by the English “invest- 
ing’ public caused a sudden reaction against corporations which 
was shown almost immediately in the passage in 1720 of legis- 
lation, the Act being popularly called the Bubble Act. In 
brief, the new law made it illegal to form, except under what 
were thought to be proper safeguards, a limited-liability com- 
pany. Thus, for a while, there was given a check to corporate 
expansion. The statute remained unrepealed for over a cen- 
tury but, as might be expected, it was ineffective in stopping 
completely the formation of corporate enterprises, although 
as a result of the law, only those businesses that were thought 
to be of considerable importance were granted private char- 
ters.’ Legislation of a similar nature was passed in Holland 
and France as a result of the financial losses which their re- 
spective citizens had sustained. 

The Hudson’s Bay Company.—In striking contrast with 
-the numerous corporate ventures of an ephemeral nature 
which characterized the period we have just been considering, 
has been the history of the Hudson’s Bay Company which 
began its corporate existence in 1705. It will be recalled that 
this was the very time when there were being formed numer- 
ous extremely speculative companies in England, and it is 
interesting to note that one of the oldest and highest-grade 
trading companies the world has ever known originated in this. 
same period. The Hudson’s Bay Company still conducts a 
great merchandising business. Some indication of its magni- 
tude and importance may be gathered from certain statements 

*In speaking of the causes that retarded the progress of the formation of 
joint stock enterprises in England in the eighteenth century, Alfred Marshall, 
in his Industry and Trade, points out, in effect, that an outstanding cause 
was the improper use of joint stock machinery during the so-called “Bubbles” 
period (1700-1720). It brought forth a law whereby the right to trade 
legally in joint stock became possible only by the granting of a special 
charter; consequently many “companies” were found in existence which 
had no legal status. It seems that each member of such companies was fully 
liable (as in a general partnership) for all the debts of the company to which 
he belonged. Moreover, only those business enterprises that were important 
enough to be granted private charters had real legal recognition in England 
as being bona fide joint stock companies. Full limited liability was not made 


general in England until 1862. 
. 
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that were made public in 1920. These were to the effect that 
as agent for the government of France during the great World 
War, the Hudson’s Bay Company transported to Europe be- 
tween 1914 and 1918, thirteen million tons of food, though it 
lost in the meantime over one hundred ships valued (including 
cargoes) at $125,000,000. Its original charter is said to be a 
masterpiece of penmanship and is still to be seen in the execu- 
tive offices of the company in London. 

Impetus to Corporate Development.—For a period of a 
half century or more following the passage of the Bubble Act 
(1720), there was an almost imperceptible growth in the in- 
ternal economy of England. One writer has stated that “such 
expansion of economic life as took place was extensive rather 
than intensive”; such activity as there was related chiefly to 
the colonies. The existing economic organization was suffi- 
- cient to take care of such slight development as was manifested, 
so that but few new corporations were needed. 

Toward the close of the eighteenth century, however, the 
future development of business corporations was affected 
greatly by two very significant events, one political, the other 
industrial. Politically, the end of special privileges that had 
been conferred by sovereigns upon certain favorites was near 
at hand; democracy was about to triumph. On the political 
side, this cleared the way for an industrial expansion that was 
bound to be more rapid under the new political conditions 
than under those which had existed previously. On the indus- 
trial side, the significant event which took place in the latter 
part of the eighteenth century, whose effect upon corporate 
development was great, although it was not clearly manifested 
until several decades later, was the Industrial Revolution. The 
progress of invention and of discovery, the concurrent applica- 
tion of steam to industry and to transportation, paved the 
way for an economic expansion which made the nineteenth 
century one of greater economic development than any before. 
In short, largely because of the influence of the political and 
industrial changes mentioned above, the nineteenth century 
may be described as a century of unparalleled economic devel- 
opment in all countries where the effects of the Industrial Revo- 


lution were felt. 


62 THE FINANCING OF BUSINESS ENTERPRISES 


Many of the industrial and commercial enterprises that came 
into prominence in the nineteenth century were too great in 
magnitude for their best organization to be effected through 
the proprietorship or the partnership. Unless industry and 
trade were to be unduly checked, the corporate form of busi- 
ness organization had to be called into action more than here- 
tofore. This meant that the business corporation found its 
first great sphere of usefulness in the economic expansion which 
followed the Industrial Revolution. 

Classification of Corporations.—The corporate form of 
organization has been used for a variety of purposes other 
than for the conduct of business. Thus, we find nowadays as 
well as in earlier centuries, cities organized under the corporate 
form: so are educational institutions, religious and social or- 
ganizations and a great variety of other interests. Various 
writers have undertaken to classify corporations but most any 
effort along this line is likely to be found faulty in certain par- 
ticulars. The accompanying classification * will help to make 
clear the place of the business corporation in the whole general 
scheme of corporate enterprise. 

Public Corporations——The distinction here made between 
public and private corporations is probably clear. Public cor- 
porations of the first type indicated in the accompanying table 
are those which are initiated by a whole community, such as a 
village, town, or city, primarily for the purpose of carrying on 
its own government; and they are sometimes given the general 
name of municipal corporations. If they issue bonds, as they 
are likely to do, such bonds are marketed under the general 
name of municipals. Sometimes a school district is a corpora- 
tion and its securities are sold under the name of bonds and 
are of the general municipal type. Private corporations, on 
the other hand, are those which are formed by a relatively small 
group of individuals originally, and they do not embrace the 
whole community organization. There is a border-line be- 
tween public and private enterprises which embraces certain 
corporations which have sometimes been called quasi-public 


* See the discussion in Chapter I of Conyncton, The Modern Corporation, 
which suggested in part the classification used here. 
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CLASSIFICATION OF CORPORATIONS 


1. Municipal 
Public Villages, Cities, Towns 


2. Government Owned 
1. Educational 


y 2. Religious 


Corporations} * Without Capital; 3. Charitable 
are Stock 
4. Social 


5. Mutual Insurance, etc. 
1. Extractive Enter prises 


Private 2. Manufacturing (including Con- 
struction) 


* 3. Marketing or Trading 


4. Transportation, Communica- 
tion, and other Public Utilities 
With Capital 
Stock 5. Finance, Banking, Insurance 
(other than Mutual), Trust 
Companies, etc. 


6. Advertising 


7. Integrated Enter prises; “super- 
trusts” 
8. Amusements 


9. Miscellaneous 


enterprises. Here would be included corporations for the 
construction of lines of communication, including roads and 
telegraph systems, organizations for furnishing water supply, 
and so on. If these organizations were owned entirely by the 
state they would naturally fall within the class of public or 
municipal ventures. If, on the other hand, they are formed by 
private initiative, although. with the cooperation of cities or 
governmental jurisdictions, even to the extent of the latter 
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furnishing some of the funds for putting through the ventures, 
they would more properly be classed as private enterprises. 

In any classification of corporations, there is a considerable 
group of public-owned enterprises, sufficiently different from 
the ones already described, to merit a separate classification. 
We refer to the type that goes by the name of government- 
owned corporations. These are of relatively recent origin but, 
in this country, they have played an important part in our 
economic life and have dealt with problems of great material 
significance. Some of the outstanding government-owned cor- 
porations are the Emergency Fleet Corporation, the War 
Finance Corporation, and the United States Grain Corporation. 

Private Corporations.—These naturally fall into two general 
classes: (a) those without capital stock; (b) those with capital 
stock. The representative types of non-stock corporations are 
those which are formed for educational, religious, charitable or 
social purposes. Mutual insurance companies are of this same 
general type, and so are certain other ventures, such, for exam- 
ple, as various stock exchanges. Technically speaking, these 
organizations are not necessarily formed for the private pe- 
cuniary advantage of their members. This is particularly true 
of all of the types mentioned above, except mutual insurance 
companies. 

Corporations with Capital Stock.—These are the ones which 
are formed for the pecuniary advantage of their stockholders, 
and may be classified in a great variety of ways. The scheme 
as presented in our classification will serve for our present 
purpose. It follows in general, though with certain omissions, 
the classification of business enterprises as found in the chart 
on page 12. It is not to be understood that corporations en- 
tirely cover this whole field of business enterprise. They 
predominate in certain branches but are relatively unimportant 
or perhaps entirely missing in others. For example, in the 
field of the professions (see chart, page 12), corporate enter- 
prises are relatively scarce, and the same is true among the 
business units representing miscellaneous personal services. 
In the field of transportation and other public utilities, in the 
extractive industries, the amusements, and certain other lines 
of activity they occupy a very prominent position. The pres- 
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ent volume is concerned very largely only with the group of 
corporate enterprises classified above which falls within the 
class entitled “With Capital Stock.’’ As will be seen later, no 
attempt will be made to cover the whole field of corporate enter- 
prises with capital stock; greater emphasis will be placed upon 
the industrial enterprises and relatively less attention will be 
given to the corporations funetioning in the other broad fields. 

Relative Importance of Business Corporations among All 
Types of Business Units——Numerically, the business corpora- 
tions of this country are outnumbered greatly by the non- 
corporate forms of business units; for there are, roughly, only 
about half a million corporations out of approximately two 
million business units in all. From many other standpoints, 
however, such as the number of wage earners employed, the 
annual value of product, or the relative contribution to the na- 
tion’s wealth, corporations predominate in a very large pro- 
portion of the fields of economic endeavor. Among manu- 
facturing industries, for example, an examination of recent 
statistics indicates that almost one-third of the establishments 
are of the corporate form, as compared with a little over two- 
thirds of the non-corporate type. Of the latter, individual 
enterprises constitute upward of forty-seven per cent of all 
types of business units in the field of manufacturing. Corpora- 
tions, however, employ about seven-eighths of the wage-earners 
of the country, and contribute about an equal fraction of the 
value of the.product of industry. Moreover, the importance of 
the corporation in manufacturing is increasing rapidly, as wit- 
nessed by very substantial increases within the last twenty-five 
years in the proportionate number of total establishments, of 
wage earners employed, and of the value of product of our 
industries. This means that the character of the ownership of 
the enterprises of the country, especially those on the industrial 
side, has been undergoing a considerable change. Let us look 
into this matter a little. 

The Changing Character of Ownership.—A great deal of 
information has been secured by the Federal Census Bureau 
regarding the changing character of ownership of United 
States industries. The census of 1900 was the first to inquire 
into this matter. It was found that corporations represented 
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about one-fifth of the total number of business units in the 
industrial field. Since the opening of the century, the character 
of ownership of industrial enterprises has been marked by an 
increase in the proportion of corporations, so that at the present 
time, as noted above, they embrace about one-third of the indus- 
trial business units of the country. 

It is in the relatively new industries that the corporate form 
of business ownership is the strongest. In the manufacture of 
airplanes, beet sugar, cement, butter substitutes, coal tar prod- 
tcts, and automobiles, the field is occupied by corporations al- 
most to the total exclusion of all other types of business units. 
It is not too much to say that in most of the lines of industry 
just enumerated, the business units found therein are of com- 
paratively recent date. The conclusion would seem to be a 
sound one, that fields of industry which rather recently for the 
first time have appeared on the industrial horizon have almost 
uniformly adopted the corporate form of organization for the 
best development of their respective fields. 

In certain fields, however, the corporate form of business 
organization has not appeared to have been able to make much 
progress over other types of business units. This is particu- 
larly true of those lines of business which seem to achieve their 
best results when operating on a relatively small scale. Typical 
enterprises of this type are the manufacture of women’s cloth- 
ing, of millinery and lace goods, of naval stores, jewelry, and 
men’s clothing, including shirts. It should be said in passing, 
however, that, even in the industries where corporate estab- 
lishments have made little headway, those which did exist were 
likely to produce a pretty large proportion of the total output 
of the industry in question. 

In general, it is not too much to say that there is a marked 
tendency toward the conversion of proprietorships and partner- 
ships into the corporate form of ownership. Nevertheless, in 
several industries which are strongly represented in certain 
cities throughout the country, such as those which produce 
clothing, buttons, millinery and lace goods, artificial flowers, 
and various other industries closely related to the manufacture 
of clothing, the partnership and the proprietorship still play an 
important part. It may be pertinent to mention that in various 
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sections of the country, certain industries are handled quite 
largely on a cooperative basis. This is true of the dairy indus- 
tries and printing and publishing, especially where the latter 
are controlled by various societies or clubs.* 


*We should not wish to overlook the fact that there are many business 
organizations of the codperative or membership type; some of these are 
incorporated enterprises without capital stock, while others have a different 
form of organization. In some parts of the country these codperative enter- 
prises for buying, marketing, etc., are assuming a position of very consid- 
erable importance. This is not the place to enlarge upon this aspect of their 
work, for we are concerned with coOperative enterprises at this point as a 
type of business organization. 

There are also many organizations which have a great influence upon 
business development but which were not formed directly for personal 
material gain. Here are included such organizations as chambers of com- 
merce, various business men’s associations, trade associations, and so on. 


Chapter VII 
THE HOLDING COMPANY 


An attempt has been made in the foregoing chapters to sur- 
vey the outstanding types of business organization based upon 
the individual as the unit of association. Our survey would be 
noticeably incomplete if no mention were made of certain forms 
of business organization in which’ corporations themselves, 
rather than individuals, were the associating units. Of such 
organizations (or merely loose business arrangements, as they 
were at times), reference will be made to some of the outstand- 
ing types, namely, gentlemen’s agreements, pools, trusts, hold- 
ing companies, mergers and “super-trusts.” Whatever the 
form, the underlying purpose of bringing together corporate 
enterprises under any of the arrangements here mentioned has 
been to accomplish what was believed to be to their mutual 
advantage, particularly unity of control and uniformity of 
action. Very commonly, though by no means always, this has 
been directed toward the controlling of competition. 

The Gentlemen’s Agreement.—An early method that was 
hit upon in this country for restraining competition, or coming 
to an understanding with a view to the control of price, was the 
gentlemen’s agreement. This was the loosest form of organi- 
zation imaginable; in fact, it requires a stretch of the imagina- 
tion to call it organization at all. No formal contracts were 
drawn up between the representatives of the corporate enter- 
prises that were undertaking to get together. There was simply 
an informal verbal arrangement between the companies along 
lines which were believed to be to their mutual benefit. No 
provision was made in this arrangement for imposing penalties 
if any party to the arrangement should violate the general plan. 
It was supposed that the parties were all honor-bound to abide 
by their verbal promises. 

The gentlemen’s agreement has been tried out in many types 
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of industries in this country, but seldom was the plan found to 
be successful. It was only a matter of time before one party 
to the arrangement would break the agreement, and this was 
likely soon to lead to the abandonment of the general plan. 
Historically, it has served as a very good example of the insta- 
bility of contractual relationships which are not sanctioned 
by law. 

The Pool.—This was among the earliest, perhaps the earli- 
est, plan of restraining competition among certain manufac- 
turers in this country. It has been reported that a pool existed 
in the brass industry in the United States in 1853, and one has 
been recorded in the cordage industry as early as 1861. The 
general plan of the pool was somewhat more formal than the 
gentlemen’s agreement and, at times, it was committed to writ- 
ing. The contracting parties agreed to carry on their business 
relationships toward the accomplishment of what was believed 
to be a mutually advantageous purpose. The agreement was 
kept secret and it was usually difficult to secure much informa- 
tion about pooling arrangements even in cases when it was well 
known that they existed. The general purposes of the price 
maintenance pool were either to maintain a price at a certain 
point or to raise the price above the competitive level. One 
of the most interesting comparisons involving the pool, that 
has come to our attention, likened it, with respect to its organi- 
zation, to a League of Nations. The writer who is responsible 
for this comparison draws attention to the fact that both the 
members of the pool and of the League, in temporarily dele- 
gating certain specified powers to a central organization, kept 
for themselves entire jurisdiction over certain other. affairs.* 

There have been many types of pools, such as those to regu- 
late the output of the product, to divide the field among the 
producers in the pool, to effect a better distribution of the 
product, to arrange jointly for the use of patents, and so on. 
The pool as a plan for merging the interests of competing cor- 
porate enterprises did not prove, on the whole, to be a success- 
ful arrangement in the United States. It was declared to be 
an illegal agreement and, theoretically at least, has been aban- 
doned. It may be noted in passing that the Webb-Pomerene 


1See Jones, The Trust Problem in the United States, p. 7. 
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Act of 1918 made it lawful for exporters in the United States 
to pool their interests in the export trade. In other words, it 
allowed in the export trade what is an illegal form of arrange- 
ment under the anti-trust laws of the United States. 

The pooling arrangement was a form of contract that was 
not enforceable in the courts under the common law. How- 
ever, the Act of 1887 to regulate commerce declared railway 
pools to be illegal; and, of course, under the Sherman Anti- 
Trust Act, all contracts in restraint of trade likewise were 
illegal. For various reasons pools were rather weak business 
arrangements. A great deal of self-government was reserved 
to the various members of the pool, but self-interest often 
prompted them to break their agreement. Consequently, it is, 
in general, correct to say that as a means for checking compe- 
tition the pool did not prove in the long run to be highly 
successful. 

The Trust (or Trustee Device)—This form of business 
organization represented still another plan for the restriction 
of competition. It was, presumably, in the nature of a perma- 
nent pool enjoying the alleged advantages of the pool without 
suffering any of its well-known disadvantages. The trust 
plan involved the selection of a competent board of trustees to 
whom were turned over, in trust, a sufficiently large number of 
voting shares of stock in competing corporations to enable the 
trustees to control the policy of all the corporations in the 
group. By means of the voting privilege which was trans- 
ferred to the trustees, the latter could control the directorates of. 
each corporation involved, could elect the officers, and, in 
general, could control or restrain competition within the group. 

It is said that the trustee device, as a plan of business organi- 
zation, as between different companies, was first used by the 
Standard Oil Company. This was in 1879. As will be de- 
scribed more fully in a later chapter, covering among other 
things industrial combinations (Chapter XXXII), a note- 
worthy and rather unexpected movement in this country toward 
the formation of large business units, through consolidation or 
otherwise, was, in 1879, shortly to begin. Within a period 
of ten years from that date, several important industries were 
dominated by trusts, along the general line of that initiated by 
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the Standard Oil Company. As a matter of fact, practically 
every important line of industry in this country, either by 
means of the trustee device or otherwise, between 1879 and 
1903, consolidated or centralized their business interests. The 
large business units thus effected became popularly known as 
trusts. This same term, in spite gf its well-known technical 
meaning, continued for a quarter of a century or more, in the 
minds of many, persons, to designate, in a somewhat vague and 
general way, big business enterprises, no matter what their 
actual plan of organization might be. 

The trustee device could not withstand the popular feeling 
against it. Numerous states began to enact anti-trust laws, 
and a federal law—the Sherman Anti-Trust Act—was passed 
in 1890. The technical form of business organization rep- 
resented by the “trust” was soon abandoned, largely in favor 
of the holding company, but the name long continued with a 
popular significance as indicated above. 

In passing, it is pertinent to note that the technical trust at 
times comprehended a very large proportion of the concerns 
throughout the whole country in the same line of business. 
About forty companies were involved in one particular in- 
stance, and it was said, at the time, that they represented some- 
thing like ninety per cent of the country’s business in the par- 
ticular industry concerned. The board of trustees in this case 
consisted of nine members. Each of the parties in the trust 
agreement assigned his stock, with its voting rights, to the 
trustees, from whom were received trust certificates to the 
requisite number of shares in each case. The trustees, of 
course, did not come into the ownership of the shares com- 
mitted to them, but used the shares to control the internal . 
management of the individual corporation to a common end. 


THE HOLDING COMPANY 


The Holding Company Authorized by New Jersey in 1889. 
—The present-day conception of a holding company is that of 
a corporation which was organized for the purpose of ac- 
quiring all the voting stock, or at least a sufficiently large num- 
ber of voting shares in other corporations in the same general 
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field, so that control of the policies of the acquired companies 
might be assured. Strictly speaking, a holding company is 
not itself an operating company, but it holds the securities of 
other companies that do the operating, and confines its activi- 
ties to the administration of the policies of the companies under 
its control. It was in the year 1889 that the first state law 
was passed providing for the holding-company form of busi- 
ness organization. In that year, the State of New Jersey 
amended its General Incorporation Laws of 1875 and inserted 
a new provision which made it possible for the directors of a 
corporation organized under the General Corporation Law of 
New Jersey of 1875 to exchange the stock of such corporation 
for the stock of other companies “owning, mining, manufac- 
turing or producing materials, or other property necessary for 
their business.’’ In 1893, it was further provided that: 


Any corporation may purchase, hold, sell, assign, transfer, mortgage, 
pledge or otherwise dispose of the shares of the capital stock of, or any 
bond, securities, or evidences of indebtedness created by any other cor- 
poration or corporations of this or any other state, and while owner 
of such may exercise all the rights, powers and privileges of ownership, 
including the right to vote thereon. 


These amendments soon attracted a great deal of attention, 
and they have had, directly and indirectly, a far-reaching in- 
fluence upon the corporate history of this country. 

The Trustee Device Yields to the Holding Company.—So 
far as concerns under the trustee device were concerned, this 
new legislation came at a most opportune time. In 1889 when 
the holding company was definitely provided for under the 
New Jersey law, there was a deep and widespread popular 
feeling against the trustee device for merging industrial inter- 
ests. In that particular year, at least half a dozen state legis- 
latures declared themselves hostile to combinations and trusts 
by passing anti-trust statutes. Within the next two or three 
years similar laws were passed by several other states. In the 
year following the legalization of the holding-company form 
of organization by New Jersey, federal anti-trust legislation 
was passed in the form of the Sherman Law. This statute 
provided, among other things, that every contract, combination 
in the form of trust or otherwise, or conspiracy, in restraint of 
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trade or commerce among the several states or with foreign 
nations was illegal. Furthermore, every monopoly or attempt 
to monopolize was prohibited. Such legislation made it per- 
fectly clear to any thinking individual that some other plan 
of organizing what was then regarded as big business must be 
substituted for the trustee device. kn other words, corporate 
enterprises which were organized technically as trusts must 
adjust their organization to some other plan in order to meet 
the requirements of the new state and federal anti-trust leg- 
islation. 

The timely amendment of the New Jersey Corporation Act 
provided, in many instances, the necessary way out of the 
difficulty. It was not long, however, before other states passed 
similar legislation; and, although the laws are by no means 
uniform in the matter, every popular incorporating state in our 
day permits the holding company. Furthermore, many of the 
highest-grade corporations of the United States are holding 
companies. The act of New Jersey in amending its laws to 
permit this form of business organization was not only timely, 
it was forward-looking as well. 

The Conversion of a Trust into a Holding Company.— 
The adjustment in the form of organization of a trust so that 
it might be transformed into a holding company was slight; 
it was about as follows: A new corporation would be formed 
under the New Jersey statute, let us say, capitalized at a speci- 
fied sum, with a given number of shares of stock. These shares 
were then issued in proper amounts in exchange for the trust 
certificates. The board of trustees of the trust form of organi- 
zation technically passed out of existence, and it was replaced 
by a board of directors chosen, in accordance with the well- 
known standard plan, by votes of the stockholders in the new 
holding corporation. In this simple way, the law was complied 
with, although there was nothing to prevent the directors of the 
holding company exercising practically the same control over 
the companies that formerly had been in the trust as had been 
exercised by the trustees themselves. Assuming that the direc- 
tors of the holding company held a sufficient proportion of the 
voting stock in each constituent corporation, they could control 
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the directorates of the companies whose stock they held, and 
thereby indirectly elect the desired officers. 

It should be remembered, however, in connection with the 
above, that a holding company or any other form of business 
organization would be illegal if its policy of management re- 
sulted in the destruction of competition, if it was in restraint 
of trade, or if it tended to raise unduly the price of its product. 
As a matter of fact, quite a number of the larger holding 
companies that were among the earliest to be formed under the 
New Jersey law were made defendants in suits brought under 
the federal anti-trust laws; and in certain instances they were 
found to be illegal under the law. This should not be inter- 
preted as a reflection against the holding-company plan of 
business organization as such, but rather as an indication of 
the alleged intent of the corporation that happened to become 
involved in the suit. 

Holding Companies before 1889.—Holding companies were 
not permitted under the common law, and, as already indicated, 
the first statute permitting this form of business organization 
dates from 1889. Nevertheless, there were a few holding com- 
panies in existence earlier than this date, having been organized 
under special laws. It seems that in 1870 there was brought 
into existence in behalf of the Pennsylvania Railroad Com- 
pany, an organization bearing the name, the Pennsylvania Com- 
pany, which was granted the right to buy and sell for investment 
the bonds and securities of other companies. In this way the 
Pennsylvania Railroad would be able to control the policies 
of certain connecting lines, it was said. The same general 
plan was followed by one or two other railroads, also by 
concerns operating in the public utility field. It has been in 
the field of public utilities more than in any other, it would 
seem, that the holding company has achieved its greatest de- 
velopment. Moreover, in that particular field there is the 
least danger of a holding company encountering the anti-trust 
laws, because in a great majority of instances the combination 
effected is of enterprises which, in no sense of the word, are 
competitive. In all of these cases the restraint of competition 
is simply out of the question. 
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_ Mergers.—This term is often used largely to indicate a 
variety of ways whereby corporations which hitherto have 
been competing organizations accomplish the feat of getting 
together for the execution of a common, and usually mutually 
beneficial, program. ‘Technically, the merger results from an 
action of the stockholders of a corporation whereby they ap- 
prove a plan to sell their property to another company and 
thereby lose their former identity. When authority for the 
sale has thus been granted, and the sale has actually been com- 
pleted, the company has thus been merged or fused with 
another that formerly existed. Frequently a number of cor- 
porations decide to get together on a plan whereby an entirely 
new company is formed which is a consolidation of them all. 
Technically, this would be an amalgamation, though popularly 
the plan is spoken of as a merger. 

The Super-trust——A recent .development in the general field 
of industrial consolidations that is often classed with mergers 
is the so-called “super-trust,”’ a relatively new term in the field 
of American business. Super-trusts exist in a variety of 
forms. One type is represented by the business organization 
which was wholly occupied originally in producing one or two 
products. In the process of expansion, however, it has become 
integrated, so that it has become engaged in production 
throughout several stages of the industry, perhaps in all stages, 
from the raw material to the most refined product. Another 
type of the “‘super-trust” directs its chief energies to making 
a product which formerly was its only line of manufacture, 
but it has added from time to time a number of secondary 
products derived, in some cases, from what formerly was its 
own waste material. Under this general plan of expansion 
some of our business organizations today carry on productive 
activities along perhaps a dozen or more different lines. In 
some instances they represent tremendous assemblages of capi- 
tal, under one control, engaged in business activities at certain 
times of a coordinating nature, at others of widely different 
interests. 

The United States Bureau of the Census, in a monograph 
entitled ‘“The Integration of Industrial Operation,’ draws at- 
tention to a type of industrial combination to which the name 
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central-office group has been given. This is said to exist when 
two or more industrial establishments are operated from a 
single central office. This plan of organization or administra- 
tion is not peculiar to forms of business organization entirely 
different from those already described, but characterizes at 
times the centralized control found in such types as the holding 
company or the “super-trust.”’ 

Several of the topics considered in this chapter will be taken 
up again in other connections. Our main purpose here has 
been merely to mention briefly certain outstanding forms of 
business organization in which the associating units were cor- 
porate enterprises rather than natural individuals. 


Chapter VIII 
THE PROMOTER AND BUSINESS ORGANIZATION 


What Is Promotion?—Every business enterprise had its 
inception in the mind of some individual. In all probability, 
the originator of any such enterprise had its outline for a while 
only vaguely in mind. After pondering the project from every 
conceivable angle, however, the details were added to until the 
completed picture of the imagination was constructed. Un- 
questionably the originator became convinced beyond the 
shadow of a doubt that his imaginary project, if converted into 
a tangible enterprise, would be not only of great importance 
to the world, but capable of yielding very substantial profits. 

Granted that a business proposition has thus been ‘“‘discov- 
ered,” promotion consists in assembling the factors of produc- 
tion in its behalf, and in organizing an enterprise under the 
corporate form for operation at a profit. Different authorities 
have recognized from three to five stages as essential in promo- 
tion. There are at least three important stages. The first is 
the investigation of the discovered enterprise. Assuming that 
the proposed enterprise has stood the various tests in the 
process of investigation and that it has been pronounced sound, 
the second step consists in “assembling” the proposition, that 
is, in securing such options on property as may be necessary ; 
in framing the financial plan of the enterprise; in making ar- 
rangements for disposing of the securities; and in securing the 
charter from the state. The third step centers around the sell- 
ing of the securities so that the necessary capital for launching 
the corporation may be at hand. 

A good deal of the work of the promoter is concerned with 
activities which are, in considerable part, the work of bankers 
and others; and such activities will be discussed in later chap- 
ters. In this chapter, however, only those things are featured 
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which deal with the more general aspects of the work of the 
promoter. 

Not All Business Enterprises Are Promoted.—Only a 
small fraction of the more than two million business enterprises 
in the United States were brought into existence through the 
act of promotion. Seldom, if ever, are proprietorships pro- 
moted, and the same is true of partnerships. Each of the 
numerous enterprises of these two types was conceived in the 
mind of some one person, and was started in almost all cases 
without outside capital. There was no promotion in the sense 
that we are using the word. It is also true that practically all 
close corporations and a large proportion of small corporations 
which have developed into corporate enterprises from small and 
simple beginnings were not promoted, in the technical sense of 
the term. It is only when an enterprise is of sufficient size 
to require the raising of capital through the sale of securities 
to outsiders that promotion becomes necessary and is resorted 
to. This being the case, promotion, for all practical purposes, is 
confined to the corporate form of business organization, and, as 
already explained, has been identified with only a fraction of 
the corporations in existence today. 

Promotion Essential in the Modern Business World.— 
Many an enterprise has been discovered and investigated, and 
then abandoned because the investigation showed that the 
project was commercially inadvisable. Others that pass the 
searching tests in the process of investigation are carried 
through all the stages of promotion and are operated as going 
concerns for a longer or shorter time, only to be abandoned 
eventually because some unforeseen factor or factors, which 
inevitably made for failure could not be perceived until the 
organization had started to function. Others—a small propor- 
tion of those enterprises originally discovered—are carried 
through to a successful issue. It is because of the fact that 
many promotions are unsuccessful enterprises, that others have 
only an indifferent success, and that others are nothing more 
nor less than schemes for selling worthless securities to a gul- 
lible public, that the term promotion is regarded by many as an 
activity to be identified only with highly speculative or fraudu- 
lent enterprises. In spite of this, however, promotion is a 
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necessary activity in the modern business world, and the pro- 
moter does humanity a good turn whenever he brings into 
existence a successful enterprise which economizes time, effort 
and money, and which makes life in general more comfortable 
and happy. 

The great majority of the people who have money to invest 
are not inclined to look very deeply into the technicalities of 
enterprises in.which their money might, perhaps, be well in- 
vested. Their capital, however, is essential to the development 
of the country’s industries, but they are unacquainted with 
most industries as going concerns and are quite contented not 
to be informed in such matters; they know them only as actual 
or prospectively potential dividend payers. Their indifference 
or lack of knowledge regarding enterprises except as sources 
of gain is the opportunity for the promoter. He endeavors to 
bring together the proposed enterprise and the loose capital 
seeking investment. His activity in this connection is a boon 
to the investors if the enterprises which he launches through 
their cooperation prove to be a success. Unfortunately many 
are not, and the failures leave in their wake disappointment 
and shattered hopes. 

Investigation Should Precede Investment.—It is because 
the public not only is expected to supply but also actually does 
supply a large proportion of the funds for financing corporate 
enterprises that every means should be employed during the 
promotion of business enterprises to insure the abandonment, 
before they are launched, of projected companies that are 
doomed to failure. The best-known way to eliminate the “dis- 
covered’”’ propositions that are unfit is by means of a thorough 
investigation of all business propositions by the necessary tech- 
nical experts. So important is investigation as a safeguard in 
promotion that it will not be amiss to feature it at this point. 

If “investigate before you invest in corporate enterprises” 
were a motto lived up to by all who are asked to put their money 
into this scheme or that, less money would be wasted on un- 
fortunate ventures. Of course it is not expected that each and 
every one can carry on the investigation himself, but some way 
should be found to assure the investing public that somewhere 
along the line, before the public has been asked to exchange its 
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money for stock in an enterprise, a thorough investigation of 
the proposition has been made by competent authorities, and 
that the enterprise is neither fraudulent nor a mere impractical 
vision of some dreamer. Further, the investing public should 
know that the venture is at least a sound one and that there 
is at least a reasonable chance of success. 

It should not be inferred that a guarantee can be given that 
all proposed business enterprises that have stood the acid test 
of a thorough investigation by duly qualified experts will turn 
out to be profitable ventures; some unsuspected factor may 
cause their failure. It is unquestionably true, however, that 
the proportion of failures to projected enterprises is substan- 
tially lessened by investigating all propositions before help is 
rendered to any along financial lines. 

The Plan to Be Followed.—It is impossible to state defi- 
nitely the plan that should be followed in investigating a pro- 
posed enterprise. The plan depends’ more than anything else 
upon the nature of the enterprise itself. If a patent is the 
basis of the proposition, such experts as patent lawyers, manu- 
facturers familiar with the production of similar articles, and 
distributing or marketing analysts may properly be called in 
and asked to report upon the particular feature of the new 
proposition regarding which each is an expert. If the dis- 
covered enterprise involved the development of a large tract 
of suburban real estate for residential purposes, the title to the 
property which it is proposed to secure should be carefully 
searched and certified by a legal firm with reputation. Builders 
also must be consulted unless the promoters themselves are con- 
struction experts. Engineers must be asked to report upon the 
project if the site about to be developed must be connected with 
the city by a transportation line. Other investigations, de- 
pendent upon local conditions, should doubtless be made before 
further progress in promotion should even be seriously con- 
sidered. 

If a consolidation is contemplated, various specialists will 
be employed to report upon the proposition, depending upon 
the character of the business of the separate units involved in 
the proposed consolidation. Expert accountants are sure to be 
consulted, and so are appraisers, corporation lawyers, and title- 
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companies. It is possible that engineers, chemists and repre- 
sentatives of other professions will need to be employed, 
depending, of course, upon the nature of the businesses in- 
volved in the proposed consolidation. Those who have promo- 
tions in hand await with considerable anxiety the necessary 
reports of such experts as are employed, for the nature of these 
reports and the way in which they check with each other deter- 
mine whether or not further steps in promotion are advisable. 

Many Propositions Are Not Properly Investigated.—It is 
indeed unfortunate that the temper of the American investor is 
such that many proposed enterprises are financed without a 
proper investigation. This sort of thing has been going on 
year after year, and continues still in spite of the unfortunate - 
losses of friends and neighbors. It would seem that many of 
us cannot learn much from the experiences of others—the loss 
has to be personal to drive home a sound financial lesson, 
namely, never to give up good money for a so-called security 
unless you are sure that the shrewdest business man in the 
community would do so. Ask Mr. X at the bank if he has 
bought any of the ABC stock; if he has not, and is not inter- 
ested, you had better leave it alone. Two or three instances 
where an investigation would have saved investors in newly- 
promoted enterprises a substantial sum of money may help to 
clinch the necessity of investigating every scheme of the pro- 
moter as a safeguard alike to the large and small, or to the 
unsophisticated and experienced, investors. 

Promotion of a Guaranteed Egg Company.—The promo- 
tion of a “guaranteed egg company,” as reported in the early 
years of the twentieth century, illustrates the ease with which 
money was extracted from the public for stock in a venture 
which was described as not merely highly speculative, but actu- 
ally fraudulent in character. It seems that the promoters of 
this company prepared a prospectus in which was offered for 
sale, at par, 7 per cent guaranteed preferred stock with a sub- 
stantial bonus of common stock to subscribers of the preferred. 
The total capitalization of the company was approximately 
a million dollars. The tangible assets consisted of several thou- 
sand hens and a chicken farm of about twenty acres located 
some thirty miles from one of the largest eastern cities of the 


82 THE FINANCING OF BUSINESS ENTERPRISES 


United States. The expected earnings of the company were 
extravagantly set forth in the prospectus. To meet them, the 
hens would have been required to continue to lay their large 
quota of eggs even when they were sitting the traditional three 
weeks each in hatching new broods. No matter what should 
happen, the predetermined rate of egg-production was to be 
maintained. Other requirements quite as absurd as this were 
taken for granted. For example, the assumption was that no 
roosters would be hatched: all the new chickens were to be of 
the egg-laying type. Moreover, the prices to be obtained for 
the eggs always were to be high. One writer’ in speaking of 
the guarantee on the preferred stock humorously said that “the 
essence of the guarantee . . . appeared to be wholly based on 
the theory that the hens had somehow been forced into a 
promise to lay eggs night and day, if need be, in order not to 
allow the preferred stock dividends to lapse in any possible 
way.” It was reported that more than $80,000 in cash was 
paid into the company for the preferred stock, and that the 
subscriptions came very largely from city people who were 
quite unaware of the nature of the poultry business and who 
therefore were entirely misled by the absurd statements con- 
tained in the prospectus. The proposition, of course, never 
paid any dividends; and when the stock ceased to sell the pro- 
moters “left town” rather hurriedly and the investors in the 
guaranteed egg company were soon sadder and wiser men. An 
investigation of the proposition by some competent authority 
on the poultry business would have revealed an impossible and 
absurd business proposition as set forth in the prospectus and 
would have saved the investors $80,000 on this scheme alone. 
The Keely Motor Company.—This case is of an entirely dif- 
ferent sort from the one just considered. The egg company 
illustrates the ease with which the investing public was vic- 
timized; whereas the Keely Motor Company shows how men 
of experience, of substantial scientific attainments, and of large 
financial interests could be mulcted. Let us hope that such a 
proposition as this could not be similarly financed in our day, 
although very likely it is not too much to say that financial 
*Moopy, Joun, Moody's Magazine, Vol. I, pp. 345-346. 
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backers could still be found if the search for them were pushed 
hard enough. 

The story of the Keely Motor has been described } in much 
greater detail than is needed here, and only a few of the perti- 
nent facts will be given. It seems that,a carpenter named 
Keely was reported to have made a motor in Philadelphia that 
was capable of performing some marvelous feats. It had not 
been entirely completed; certain things needed to be perfected 
before the motor could be marketed, so that absolute secrecy in 
some details, it was alleged, had to be maintained at any cost. 
Not even those who were supplying the money for further 
development could be “‘let in’? on certain fundamental details. 
The motor was exhibited to some interested citizens of Phila- 
delphia, but Mr. Keely came to New York and organized, in 
1872, the Keely Motor Company. The interest of a group 
of bankers, merchants, scientists, engineers and others was 
successfully enlisted, and soon Mr. Keely had received money 
to the amount, it is said, of $10,000. From 1872 until his 
death twenty-seven years later, funds were never lacking, it is 
alleged, for the further perfection of the motor. Half a million 
dollars or more was collected from the public in behalf of the 
development of a machine that never quite “arrived.” Prob- 
ably Mr. Keely got only a minor share of this, for the pro- 
moters, so it was reported, received 75 per cent of the stock of 
the Keely Motor Company and sold this to the public on their 
own account.: 

The motor bore an unusual name—the hydro-pneumatic- 
pulsating-vacuo-engine. The source of the power was gen- 
erated or liberated from water and surrounding air by the 
vibration of sets of tuning-forks, so it was claimed, and this 
power was comparable with that of a cyclone. It was expected 
that the practical outcome of Mr. Keely’s machine, once it had 
been entirely perfected, would be the introduction of a new 
era in industry; coal and all other present sources of power 
would be obsolete. 

Those who heard the inventor of the motor talk about its 


1See Moritzen, “The Extraordinary Story of John Worrell Keely,” in 
The Cosmopolitan, Vol. XXVI, pp. 633-640. See also ConyncTon, Financing 
an Enterprise, Vol. I, pp. 89-90. 
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merits are said to have agreed that Mr. Keely was a past master 
of persuasion and in the use, at times, of an unusual vocabu- 
lary. One writer? said, “It was worth almost the price of 
falling a victim to hear Keely at the time theorize, expostulate 
where it became necessary, and survey his audience with one 
of those superior glances which meant to illustrate that he half 
pitied those who failed to understand his vocabulary.” 

It was not until the death of Mr. Keely in 1899 that people 
lost interest in his scheme; it was not until his death that the 
real nature of his alleged invention was discovered. It seems 
that there were well-known mechanical devices concealed in his 
laboratory which, it is believed, were the actual source of the 
tremendous and mysterious power supposedly derived from 
water. 

In passing, it should be said that attempts were made to 
investigate the Keely motor, but the clever inventor was able 
to maintain the interests of his backers without actually show- 
ing his hand. This is one of a considerable number of cases 
where a full investigation of the promoter’s proposition is per- 
haps out of the question, and where a long chance is admittedly 
taken by the financial backers because they do not wish to be 
left out of a project that would seem to have a reasonable 
chance to startle the world by its ultimate accomplishments. 
Nevertheless, the case of the Keely Motor Company is a splen- 
did illustration of the necessity of investigating a proposition 
before investing in its shares. A thorough-going investigation 
of Mr. Keely’s machine would have saved his backers and 
others half a million dollars or more. 

Types of Promoted Enterprises.—Enterprises which are 
the object of promotion are of various types; any one of the 
four chief classes of business ventures shown on page 12 
may be brought into existence by the promoter. He may be 
concerned with the development of a great natural resource, 
such as a mining, quarrying, or lumbering project; he may be 
interested in the development of a manufacturing enterprise, 
or in the exploitation of a new invention; he may be concerned 
with some transportation, communication, or other public 
utility project; he may give himself up to the development of 


* Moritzen, in The Cosmopolitan, Vol. XXVI, p. 637. 
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some financial or fiduciary business; he may become absorbed 
in the development of some public amusement, or in any one of 
a hundred or more lines of interest. The promoter’s activi- 
ties, however, are not confined to entirely new ventures. He 
may be concerned with combining existing enterprises into 
larger units; with forming mergers; or with bringing into 
existence companies to hold the securities, and thus control the 
policies, of seyeral companies already in existence. In short, 
the field of the promoter is illimitable, and his interests are 
extremely varied. 

Adaptability of the American Promoter.—A survey of the 
industrial history of this country would show that the pro- 
moter has been identified with each successive stage of our 
economic development. Before the Industrial Revolution had 
made any material headway in this country, the promoter was 
concerned with organizing banks and land companies. When 
it had been demonstrated that the railroad was a superior 
method of inland transportation as compared with the canal, 
the promoter came forward with schemes for railroad develop- 
ment and with companies to launch his various projects; and 
for a while these dominated the field. With the great industrial 
development of the country that followed the recovery from 
the Civil War, manufacturing and commercial enterprises were 
promoted in large numbers. With the use of gas and elec- 
tricity for light, heat, and power, public service enterprises, 
connected with the use of gas and electricity, received the atten- 
tion of promoters. And finally, in the twentieth century all 
sorts of labor-saving devices have been invented and developed, 
amusements have multiplied, devices for long-distance com- 
munication have been introduced, and dozens of other progres- 
sive projects have been brought forward. The last few decades 
have been marked as never before by man’s conquest over 
nature through discoveries and inventions, too numerous to 
mention. These have been grist for the mill of the promoter. 
All sorts of “discovered’’ projects have been capitalized and 
commercialized by the promotion of thousands of enterprises 
under the corporate form. There has been a remarkable oppor- 
tunity for the promoter—an opportunity which he has not been 
slow to seize. 
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Promotion Historically—It is sometimes assumed that 
promotion is a product of the last century or so. This is an 
erroneous idea, for there is abundant evidence that promotion, 
especially of the stock-jobbing and swindling type, flourished 
at an early date. Several countries were concerned, especially 
England, Holland and France. It seems that the outstanding 
period of early promotions of doubtful character was in the 
latter part of the seventeenth and the early part of the eight- 
eenth centuries. More exactly, the period covered the years 
from 1688 to 1720. In England and in certain continental 
European countries, those who had a surplus of capital were 
seized at this time with what amounted to almost a mania for 
speculation in securities of joint stock undertakings. Various 
causes have been ascribed for this widespread phenomenon, 
of which the contemporary expansion of credit, the establish- 
ment of banking facilities, and the war which was terminated 
in 1713 by the Treaty of Utrecht, are outstanding instances. 

Most Intense Speculation.—Hundreds of companies were 
promoted at this time with capital stock aggregating two or 
three billions of dollars. These companies, as we already have 
stated in a foregoing chapter (Chapter VI), were in many 
cases organized to develop what seem now to be highly spec- 
ulative ventures.1 The speculative bubble burst, however, in 
1720, and thousands of English families were ruined. It has 
been reported that when a parliamentary committee investigated 
the affairs of the South Sea Company (see page 59), it found 


*In Deror’s Essay upon Several Projects (1697) we read regarding the 
promotions of the period in question: “There are and that too many fair 
pretences of fine Discoveries, new Inventions, Engines and I know not what, 
which being advanced in Notion and talk’d up to great things to be per- 
formed, when such and such Sums of Money shall be advanced, and such 
and such engines are made, have rais’d the fancies of Credulous People to 
such a height, that merely on the shadow of Expectation they have form’d 
Companies, chose Committees, appointed Officers, Shares and Books, rais’d 
great stocks, and cri’d up an empty notion to that degree, that people have 
been betrayed to part for their money in a New-Nothing, and when the 
Inventors have carried on the Jest till they have sold all their own interest, 
they leave the Cloud to vanish of itself and the poor Purchasers to Quarrel 
with one another. ...If I should name Linnen Manufactures, Saltpeter 
Works, Copper Mines, Diving Engines, Dipping and the like for instances of 
this I should, I believe, do no wrong to Truth, or to some persons too 
visibly guilty.” 
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fraud and corruption on the part of the directors; and it is 
further reported that the estates of the latter were confiscated 
and applied toward the remuneration of those who had lost 
through this speculative venture. 

On the Continent there was very much the same experience 
during this time as in England. Those who are familiar with 
the history of this period will recall the tulip craze in Holland, 
and the Mississippi venture in France. As a result of the gen- 
eral collapse in the securities’ market in England in 1720, there 
was passed, in that year, the Bubble Act forbidding the forma- 
tion of joint stock companies except with certain definite re- 
strictions. Similar restrictive legislation was passed at the 
same time in Holland and France. This legislation served as 
a check upon the development of corporate ventures; but like 
many other prohibitory acts, the statute was not enforced to the 
letter of the law. 

In passing, it should be remembered that many promotions 
of this period wefe not of the ultra-speculative or swindling 
type, but were sound enterprises. The successes of the latter 
account, in large part, for the ease with which stock in fraudu- 
lent and highly speculative ventures could be sold. 

Types of Promoters.—There are many types of promoters. 
The professional promoter—the man who does nothing else 
but promote enterprises and then hands them over to others for 
operation—has a business which often is more or less mys- 
terious to the general public. In most large communities there 
are one or more men who usually are much in the public eye, 
but the average person has no definite idea whatsoever as to the 
business of such individuals. They travel a great deal, are here 
one day and there the next, have apparently no fixed business, 
but they have an air of prosperity and are, therefore, more or 
less of a mystery to the rank and file of the people in the com- 
munity. Very likely such individuals are engaged in promot- 
ing enterprises which may or may not be local in character. 
They consequently have no dealings with the non-professional 
type of individual, but their interviews are largely with finan- 
ciers, bankers, engineers, and others of that general type, who 
possess either technical knowledge or large banking and credit 
facilities. The writer is under the impression that really intel- 
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ligent people are usually unaware of the fact that certain of 
their acquaintances are either professional promoters or par- 
ticipate in promoting ventures. On one occasion, a large group 
of intelligent young men was asked if any had ever met a 
promoter, or had known of one in his home town or city, and 
only one or two admitted that he had. Doubtless they were all 
thinking of this nebulous type which has been described above, 
the promoter of the professional type, and were unaware of 
ever having seen him on earth, though of course they had. 

But there are other types of promoters who have some other 
well-defined business, and who carry on, at times, the promo- 
tion of projects as a hobby or sideline. We refer here to the 
manufacturer, engineer, physician, lawyer or banker who has 
a good position, who is successful in his chosen field, but who 
has sufficient constructive imagination to enable him to see tan- 
gible benefits that might accrue from the combination of certain 
small plants in the neighborhood into larger ones, or who sees 
advantages in the expansion of certain local enterprises into 
larger units. Sometimes such projects are developed with the 
assistance of outside talent, but in many cases they are devel- 
oped locally and often are successful. 

Another type of promoter is found, at times, in the ranks 
of professional realtors. The writer has in mind a type of 
wide-awake man, possessing sufficient vision, especially if he is 
in a rapidly growing city or town, to develop into a successful 
promoter in connection with certain of his real estate transac- 
tions. Sometimes this is accomplished by the buying of a large 
tract of undeveloped land in the outskirts of a growing city, 
and constructing thereon attractive houses, in accordance with 
a well-defined plan of development. In all probability the land 
was first laid out into blocks and lots with suitable streets, 
drainage, and sewerage. Probably other modern devices were 
either installed or arranged for beforehand, such as the fur- 
nishing of gas, electricity, and telephone. Very often hand- 
some profits are made by such wide-awake realtors in 
developing projects along the lines here indicated. 

Unfortunately there is another type of so-called promoter, 
who profits greatly in a country like the United States. We 
refer here to the stock-jobber and get-rich-quick operator who 
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appeals to the imagination of the poorer class of the population 
with his projects, and who extracts from the public an annual 
toll for doubtful and worthless securities to the (estimated) 
amount of between half a billion and a billion dollars. 

It cannot be too greatly emphasized that tle promoters of the 
best types are useful members of society. They render a serv- 
ice to humanity whenever they bring forth a successful project. 
If one were tg undertake to make a list of articles and services 
now available to the American public which are universally 
regarded as a boon to humanity, he would find that a large 
proportion of them are provided by enterprises which were 
the work of the promoter. He would find further that many 
of them were promoted amid the greatest difficulties and dis- 
couragements by men who were in advance of their time, and 
who were regarded by the public in their day as visionary 
enthusiasts. ; 

Why Much Promotion in the United States?_The United 
States is a country unexcelled by any other as a fruitful field 
for the promotion of business ventures. Among the important 
factors which combine to account for this situation are the 
great extent of the country, with its abundant and diversified 
natural resources; the large and increasing population with its 
relatively high standards of living; the resourcefulness and 
ingenuity of the people; the great wealth of the country which 
makes not only toward a tremendous potential purchasing 
power but also toward a substantial surplus for investment; 
the lack of ultra-conservatism, with the result that new proc- 
esses and new ideas with proved value are readily taken up. 
Here is a combination of factors making toward great indus- 
trial and commercial activity—toward economic progress and 
material advancement along all lines. This is the best situa- 
tion possible for the promoter to ply his trade. His new proj- 
ects are not immediately decried; many former enterprises 
have succeeded, why not this? If he succeeds in soon getting 
the ear of the right parties, and an investigation of his project 
proves it to be a sound one, his creature of the imagination is 
likely soon to take tangible form, because the machinery is 
available for raising abundant capital to launch the enterprise. 
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If the new concern proves to be commercially advisable, the 
market for the commodity is assured. 

Furthermore, the promoter knows the temper of the Amer- 
ican people. He knows well enough that their wants are not 
only far-reaching, but that they are highly diversified. This 
is, of course, a characteristic of all progressive peoples. The 
time has not yet come and, in all probability, never shall come 
when the American people will be contented with those things 
and services already at hand to meet their most exacting wants. 
Accordingly, the promoter is assured that new discoveries and 
inventions will continue to be made to meet the insatiable wants 
of mankind. If this forecast is correct, the field for promo- 
tion, at least along one of its main avenues—the development 
of new enterprises—promises to be large and to extend into 
the almost indefinite future. 

Promotion in Relation to Natural Resources.—Of all the 
factors which have combined to make the United States the 
home of numerous corporate enterprises and a rich field for the 
promotion of business ventures, the most fundamental of all 
is our abundant and diversified natural resources. Without 
these, the other factors mentioned in the foregoing paragraph 
would sink into relative insignificance. An inventory of our 
natural resources would show that we possess practically all 
the important resources which, when exploited by a vigorous, 
energetic, and money-making people, such as the American 
people are, go to make a nation rich and prosperous. This is 
no place to make such an inventory, but it may be well to sum- 
marize, in passing, the main facts regarding our resources, 
which are the foundation of our great industrial and com- 
mercial life. 

This country contains practically all the minerals that are the 
foundation of a country’s industries. With the exception of 
tin, nickel, and platinum, we are, to all intents and purposes, 
independent of the rest of the world for minerals. Here lies 
the explanation for the large number of mining ventures, good, 
bad and indifferent, which have been promoted during the last 
few decades. It is also the explanation for the great corpora- 
tions identified with the production and use of mineral prod- 
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ucts, of which petroleum, iron, copper, and coal are outstanding 
instances. 

Our natural resources in domesticable species of plants and 
animals were not originally extensive; in fact, they were 
meager: We possessed, however, a favorabfe soil and climate 
for the development of substantial plant and animal industries, 
once the desirable domesticable species had been introduced. 
The result is that we now lead the world in the production of a 
long list of plant and animal products, including maize, wheat, 
oats, potatoes, cotton, tobacco, cattle, sheep, swine, and a host 
of other products which are the basis of our great plant and 
animal industries. Our great annual cereal crops are the basis 
of the world’s greatest flour and grist mill industries; our fruit 
and vegetable crops are the basis of the world’s greatest canning 
industries ; our leadership in cotton-growing accounts for our 
great cotton-manu facturing enterprises ; our leadership in grow- 
ing tobacco explains our large tobacco-manufacturing indus- 
tries; our leadership in forest products is the basis of our great 
corporate lumber and timber industries. 

The development of our abundant and diversified natural 
resources has furnished and is continuing to furnish the raw 
materials for our great manufacturing plants, whose annual 
production surpasses that of any other country in the world. 
The distribution of our manufactured products, and raw prod- 
ucts as well, calls for extensive industrial, commercial and 
financial organizations to carry on the nation’s business. Hence 
the large number of corporate enterprises arising directly or 
indirectly from our natural resources. Here was an unrivaled 
field for promoters—a field that has been cultivated most 
assiduously. | 


Chapter IX 
CHOOSING THE STATE IN WHICH TO INCORPORATE 


Domestic, Foreign, and Alien Corporations.—As a pre- 
liminary to the consideration of the topic proposed in the title 
to this chapter, namely, the choice of a state for incorporation, 
it seems desirable to draw the attention of the reader to the 
necessity of keeping clearly in mind the technical distinction 
between the terms, domestic and foreign, as applied to cor- 
porations. The term, alien, also has its own significance in 
corporate matters; consequently it will be considered here. 

A corporation is properly called a domestic corporation in 
the state which has granted it its charter, regardless of where 
its business is carried on, or if it is an industrial, let us say, 
where its plant (or plants) is located. In all other states 
where it carries on business other than the one from which 
the charter was obtained, the corporation is a foreign corpora- 
tion. A corporation that was chartered in another country (in 
Canada, for example) and that has legally been admitted into 
some state of the United States (into New York, for example, ) 
would in New York be regarded as an alien corporation. In 
view of the facts that, in this country, corporations are char- 
tered by practically fifty distinct jurisdictions, and that most 
states, in framing their corporation laws, have distinguished be- 
tween domestic and other corporations, and have drawn up rules 
and regulations for domestic corporations on the one hand and 
for foreign corporations on the other, the importance of dis- 
tinguishing between the terms indicated can scarcely be 
exaggerated. ; 

In general, a foreign corporation is subject, in most jurisdic- 
tions, not only to the rules and regulations concerning domestic 
corporations, but also, at times, to special regulations as well. 
Nevertheless, there are some cases where the laws of a certain 
state are such that a corporation may conduct its affairs in 
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that state as a foreign corporation under conditions that are 
less unfavorable to itself than if it were a domestic corpora- 
tion. This, for some years, was the situation in New York, 
where domestic corporations were required to pay higher fees, 
and to bear other inconveniences greater than corporations that 
were admitted into New York State as foreign corporations. 
Accordingly, it sometimes happened that residents of that state 
who wished to form a corporation for local purposes would get 
their charter in some other state and operate in New York as a 
foreign corporation. 

The Choice for Incorporation Is Wide—From what al- 
ready has been said, it is obvious that a prospective corporation 
need not secure its charter from the state in which its main 
business is to be carried on. Three men may be operating a 
cotton mill in North Carolina, let us say, as a partnership. For 
certain reasons they may wish to change over from a partner- 
ship to a corporation, although their plant will keep its same 
location, and it is more than likely that most people will be 
unaware of any formal change in organization. After canvass- 
ing the whole situation they decide, we shall assume, to get 
their charter not from North Carolina but from the State of 
Maryland. Accordingly, they either themselves prepare or 
have some high-grade and experienced legal firm prepare a cer- 
tificate of incorporation in accordance with the laws of Mary- 
land. Assuming that it is properly prepared, that the prescribed 
incorporation -charges have been paid, and that the application 
has been duly executed and filed, they eventually receive a 
charter from Maryland. In order to operate legally in North 
Carolina, however, it would be necessary to secure from the 
proper state official in that state a permit or license to carry on 
business in North Carolina. This could be obtained by com- 
plying with the general corporation law of that state pertaining 
to foreign corporations, particularly the requisites for permis- 
sion to do business within the state. 

The case we have indicated above is typical of a considerable 
proportion of incorporations in this country. Such procedure 
is continually being followed, especially by relatively large 
organizations. There are cases, as the one instanced above, 
where none of the tangible assets of the business enterprise 
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are located in the state of incorporation. In other instances, 
only a minor part of the physical plant is so located. Usually, 
however, an office must be maintained in the state of incorpora- 
tion, but one building may be made the legal home of hundreds 
of corporations. As a matter of fact, in one of the states that 
for a long time was one of the most popular incorporating 
states for absentee corporations, a single office building was 
reported to have been the technical domicile of thousands of 
corporations that had received their charter in that state but 
whose entire business was conducted elsewhere. 

If a corporation expects to do business in several states, the 
choice of the state of incorporation will probably fall to the one 
whose laws, all things considered, will permit the corporation 
to function to the greatest advantage. This may be one of the 
states in which the concern in question will carry on business, 
or it may be one entirely outside this group. Most authorities 
on corporate matters agree that a corporation would do well 
to obtain its charter in the state where its principal business is 
to be conducted, unless very important advantages may be 
secured from going to an outside state. Small concerns are 
very likely to follow this rule, although large ones have de- 
parted widely from it. 

Probable Advantages if State Laws Were Uniform.—Most 
of the laws under which our corporations are formed have been 
passed as general enabling statutes by the individual states. 
There is, therefore, as might be expected, a striking lack of 
uniformity in these statutes, so that the laws of certain states 
are more attractive to prospective incorporators than are the 
laws of other states. Moreover, the initial taxes and fees vary 
greatly among the various states with the result that, all things 
considered, the corporation laws of some states, from the stand- 
point of those who are to organize corporations, are popular 
among incorporators, and others are equally as unpopular. The 
first thing that a body of incorporators, who are reasonably 
sure that they have a sound project to develop, should decide is 
the program they wish to put through for the best development 
of their project. Then they should apply for a charter to that 
state which meets at least two very essential requirements: 
first, one which enjoys a good reputation as a state for incor- 
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poration and, second, one whose laws, on the whole, are the 
best adapted to meet their particular case. As a matter of 
business expediency, other factors than these, of course, might 
have to be considered. ¥ : 

If there were uniformity of incorporation laws in the differ- 
ent states, there would be no necessity for incorporators to 
shop around for the purpose of finding the state whose laws 
were the least unfavorable to the development of their enter- 
prise. Charters, then, in almost all cases would be secured 
from the state within whose borders the plant, or much of it, 
was located. The fees and taxes for securing the charter 
would then go to the state whose material development was 
being furthered by the operation of the companies it had in- 
corporated. They would not be swelling the coffers of a hand- 
ful of states, as is now the case. What someone has called 
the legislative competition for capital is largely responsible for 
the fact that certain states have become the Mecca of incor- 
porators who are seeking the line of least resistance to the 
accomplishment of their aims. On the whole, it is probably a 
handicap to legitimate business that the various state statutes 
regulating the formation and government of corporations differ 
so greatly and vary so widely in their requirements. 

Must a State Admit All Foreign Corporations that Apply? 
—A corporation is an artificial personality brought into exist- 
ence by that state which grants it its charter. In its home 
state—that is, in the state where it is a domestic corporation— 
it possesses certain rights and immunities by virtue of both the 
common and the statutory law. As already indicated, there 
is usually no difficulty in a domestic corporation carrying on 
its activities as a foreign corporation in other states of the 
Union with the continued enjoyment of the rights and privi- 
leges which it enjoys at home. It should be held in mind, 
nevertheless, that a corporation can lay no claim, under the 
Constitution, to the rights and immunities of a citizen, because 
a corporate organization, in view of the fact that it is an arti- 
ficial personality, cannot regard itself as a citizen of the United 
States. Consequently, it is quite within the power of any state 
to deny a foreign business corporation admission, provided 
that, by so doing, it is not transgressing any constitutional 
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provisions that exist with respect to the regulation of inter- 
state commerce. In admitting corporations to prosecute their 
business within its boundaries, a state may, if it chooses to do 
sO, pass restrictive regulations that are not imposed upon do- 
mestic corporations. It is fair to say, however, that such pro- 
cedure is relatively uncommon, and that a corporation engaged 
in a legitimate business may expect not only to be admitted 
as a foreign corporation into such states as it applies to for 
admission, but also to receive very much the same treatment 
in states where it is a foreign corporation as in its home state. 
It is rather common to require foreign corporations to pay 
certain fees for the privilege of operating within a state other 
than where it is a domestic corporation, although in some cases 
the mere filing of a copy of the charter is practically all that is 
required for admission. At any rate, assuming that such legal 
formalities have been complied with, it is the general rule 
that foreign corporations are extended the rights and privileges 
that are extended to domestic corporations. 

Mention should be made of the fact that some states do not 
permit foreign corporations to carry on certain lines of busi- 
ness within their borders, so that, in such cases, application 
from outside corporations for admission would be denied. For 
example, New Jersey requires that some business activities, 
such as banking and certain public service enterprises serving 
the public in general rather than a limited number, be incor- 
porated under her own laws, thus limiting these enterprises to 
domestic corporations. 

Why a Small Local Corporation Should Get Its Charter 
in Home State.—Mention already has been made of the fact 
that authorities are generally well agreed that, as a rule, a 
corporation should get its charter from the state where the bulk 
of its business is conducted. This is specially true of small 
corporations, and the tendency among them is to follow this 
principle. It is, of course, difficult to generalize with accuracy 
on matters relating to incorporation procedure because, in fifty 
jurisdictions with widely differing laws, what holds true, in a 
general way, in one part of the country may not hold true 
elsewhere. Nevertheless, there are certain general reasons that 
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may be given in support of a small business concern getting its 
charter from the state wherein its business is conducted. 

In the first place, the public sooner or later will find out that 
the charter has been obtained elsewhere, and will wonder why 
this was done. Prejudice against the business enterprise may 
arise for this very reason, and may do it considerable harm. 
Take the case of a local concern incorporated in some other 
state, particularly one whose reputation, because of lax in- 
corporation laws, is not the best. If it should wish later to 
raise additional capital outside of its organization, the reasons 
for outside incorporation would probably have to be disclosed, 
to the possible prejudice of seasoned investors. Again, if the 
business is one depending considerably upon the goodwill of 
its patrons, this might be very seriously impaired because of 
prejudice on the part of the public against a company that did 
not patronize the home state and pay it the incorporation 
charges for its charter. Local pride and prejudice as well con- 
tinue to play a considerable part in business, and those who 
are too forgetful of such factors may later have cause for 
regrets. 

In the second place, it is much more convenient for a local 
concern to be solely a domestic corporation, rather than a do- 
mestic corporation in a-state where no business is done and a 
foreign corporation in the state where the plant is located. 
Two sets of reports would have to be made out and filed, prob- 
ably on different dates. A separate office would usually have 
to be maintained, in form at least, in the state of incorporation. 
Other inconveniences are pretty likely to be encountered sooner 
or later, all of which could have been avoided by patronizing 
the home state when getting the charter. 

In the third place, it may prove in the long run to be more 
expensive to incorporate outside. As a foreign corporation in 
the state where the main business is transacted, it is highly 
probable that there will have to be paid, in addition to property 
taxes, certain other taxes or fees. Even in the state where it 
is a domestic corporation, where no business is being trans- 
acted, some annual fees possibly may be assessed. On the 
whole, it may prove to be less expensive in the long run, and 
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surely less bothersome, to patronize the home incorporating 
authorities and get the charter from them. 

Finally, it has been alleged that, if a corporation gets into 
the courts of the state in which it is operating, it is likely to 
get better treatment if it is known that the company took out 
its incorporation papers at home, thus appearing as a defendant, 
let us say, in a suit—as a domestic rather than a foreign cor- 
poration. On the other hand, it has been claimed that a con- 
sideration inducing incorporators to secure a charter from 
a state where little, if any, of its business is to be conducted is 
that, in the event of lawsuits, the corporation may at its option 
come under the jurisdiction of federal rather than state courts.* 
On the whole, it is difficult as a matter of theory to evaluate 
the claim some have made that possible litigation argues in 
favor of a local concern incorporating in its home state. It 
has seemed best, however, in the absence of any overwhelming 
body of opinion on either side of the question, to state the 
contentions of different authorities. 

Factors Influencing Choice by Larger Corporations.—The 
choice of a state from which to secure a charter, when the 
prospective corporation is a large one with business being 
carried on in several states, depends upon the relative claims of 
a number of factors that have to be considered. Moreover, a 
selection may have to be made by such relatively small concerns 
as happen to be located in states where the corporation laws, at 
some crucial point, such as the liability of stockholders, for 
example, are burdensome. In either case, the following points 
are among those that will probably be considered: (1) the cost 
of incorporation in different states; (2) the amount of annual 
taxes or fees imposed by different states; (3) the reputation 
of the various states from the standpoint of their incorporation 
laws; (4) the liability of both the stockholders and the officers 
of the corporation; (5) the length of time the laws have been 
in existence, and the number and character of the court deci- 
sions based thereon; (6) the liberality of the general enabling 
statutes in different states. These points will now be discussed 
in order. 


*See Parker, Where and How. A Corporation Hand Book, p. 5. 
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t. Relative Costs of Incorporation in Different States — 
There is a relatively small group of states that may properly 
be called the principal states of incorporation. The list varies 
somewhat from time to time. Sometimes a state which for a 
long time has enjoyed great popularity will drop out of the list, 
usually because of a change in its incorporation laws in the 
direction of greater restriction than was formerly the case. 
The list of present-day incorporating states that are in promi- 
nence includes Delaware, New Jersey, New York, Maine, 
Maryland, Colorado and Arizona. 

The organization and filing fees for corporations of varying 
sizes in each of these states, according to recent data, are 
shown in the accompanying chart. 


APPROXIMATE ORGANIZATION AND FILING FEEs } 


Authorized Dela- New New Maj Mary- | Colo- | Ari- 
eee ware | Jersey York ame? | Hand rado |zona 

$ 5,000..|$ 25/$ 35/$ g4o0!1$ 26/$ 30;/$ 28) $25 
10,000 .. 25 35 40 26 30 28} 25 
50,000 . . 25 35 55 66 30 28 25 
100,000. . 2 35 80 66 30 38 25 
500,000 .. 65 110 280 66 110 118 25 
1,000,600 .. 115 210 530 116 210 218 25 
5,000,000 .. 365 1,010 2,530 516 810 1,018 | 25 
10,000,000..} — 615 2,010 5,030 1,016 910 2,018 | 25 
100,000,000 ..| 5,015 | 20,010] 50,030] 10,017] 2,710 | 20,018 | 25 


Inasmuch as incorporation on the no-par-value stock plan 
has become common, the varying costs in the various states, 
when incorporation follows this plan, are added here. In Dela- 
ware, for the purposes of reckoning the organization charge, 
each no-par-value share is regarded as being of the par value 
of $100, and is assessed accordingly. In New Jersey, the 
organization tax on no-par shares is one cent for each share. 
New York has a much higher rate of tax, for each share is 
assessed the sum of five cents. The Maine tax is the same as 
that of New Jersey, one cent per share, although there is a 

2 Compiled from a recent issue of The Corporation Manual. 
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minimum charge of ten dollars. Maryland’s law is practically 
the same as that of Delaware, in that no-par stock has, for 
organization purposes, an assumed value of $100 per share. 
In Colorado, no-par shares are reckoned for organization pur- 
poses as of the par value of $1 only. In Arizona, there is no 
organization tax based upon the number or value of shares; 
but there are several organization and filing fees amounting in 
the aggregate, for corporations of almost any size, somewhere 
around $25. 

From the above it readily can be seen that for small corpora- 
tions the difference in cost in getting started in any of the states 
mentioned is immaterial. For concerns capitalized at $100,000 
or even more, the difference in the cost for securing and filing 
a charter is too small to play any considerable part in exercising 
a choice among any of the seven states mentioned. Moreover, 
in most other states than those given here, the cost of incor- 
poration is slight for small concerns. It is when we come to 
consider the relative costs for large concerns that important 
differences appear. The figures given in the above chart are 
likely to vary from time to time, but they will serve to illus- 
trate our point, namely, the slight differences between the states 
in incorporation and filing costs for small-sized corporations, 
and the relatively great difference in costs for large-sized con~ 
cerns. The law of any particular state that interests the reader 
may be consulted’ for the purpose of comparison with the 
data here given. As an illustration of the striking differences 
in incorporation costs between states, it has been reported that 
had the United States Steel Corporation secured its charter in 
Pennsylvania, where we should have expected it to have ob- 
tained the charter had the corporation laws of all the states 
been uniform, the cost would have been about $3,500,000; 
whereas in New Jersey, where it actually was obtained, the cost 
is said to have been approximately $220,000. Assuming that 
Arizona’s corporate law was the same at the beginning of the 
century as it is now, the cost in Arizona would have been 
approximately $25. 


*See The Corporation Manual, or secure a copy of the General Enabling 
Statute of the state in question. 
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If we had given the costs of incorporation for large enter- 
prises in all of the states, the differences in relative costs would 
have been even greater than that shown in the chart. It can 
readily be understood, therefore, why certain large prospective 
corporations are likely to be influenced, more or less, by the 
relative costs of incorporating in different states before mak- 
ing their final choice. It is a mistake, however, for a large 
business enterprise of high grade and with good prospects for 
a long life to choose any particular state for its domicile solely 
because something can be saved on incorporation expenses. By 
so doing, it is possible that it will suffer disadvantages later 
on that will more than offset the small initial cost. If, on the 
other hand, a prospective corporation promises to be short- 
lived or is avowedly only an experiment, the choice of a juris- 
diction commanding a small charge for the charter is more 
easily justified. 

2. Annual Taxes or Fees Tibet by Different States—A 
second factor that “should: be considered by the prospective 
incorporators of a large enterprise is the annual taxes or fees 
that different states collect from domestic corporations. We do 
not refer here to such annual taxes as are imposed upon per- 
sonal property or real estate; these levies are laid against all 
owners whether they are individuals, partnerships, or corpora- 
tions. What we do refer to, primarily, is the so-called annual 
franchise tax. This is a special tax laid upon corporations for 
the renewal year by year of the privilege of doing business 
under the corporate form. This tax, it should be remem- 
bered, bears no relationship whatsoever to a property tax. 
Furthermore, the franchise tax is a tax upon domestic cor- 
porations, that is, upon those corporations which were created 
by the state itself. Hence, in selecting a state for incorpora- 
tion, it would be advisable for the prospective incorporators to 
look into the laws of the various states with regard to the 
annual franchise tax. 

If such an investigation were made, a striking lack of uni- 
formity of laws would be found. Moreover, there are some 
states that do not impose a franchise tax. A good illustration 
is Connecticut, although Connecticut levies a tax on “com- 
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pany” income. Because of rather frequent changes in the 
statutes, it is always safe to consult the latest revision to be 
absolutely certain what the law is on any point in question in 
any particular state. The year 1927 was one of numerous 
changes in corporate statutes. Among other jurisdictions 
having no franchise tax at a recent count were South Dakota, 
Florida, Minnesota, and the District of Columbia. Some states, 
though committed to a franchise tax, make certain exemptions, 
such, for example, as corporations engaged in mining or in 
manufacturing within the home state. Sometimes exemption 
is allowed if a certain designated percentage of the corpora- 
tion’s capital is employed within the state of incorporation. 

Brief mention will now be made of the situation respecting 
the franchise tax in the more popular incorporating states of 
the present day. In Delaware, the tax is a moderate one. It 
amounts to $5 a year on corporations whose authorized capital 
stock does not exceed $25,000. ‘ When the latter exceeds 
$25,000 but does not surpass $100,000, the tax is $10 per year. 
The annual tax is $50 per year where the authorized capital 
stock exceeds half a million but does not exceed one million 
dollars. For each million in excess of the first, a tax of $25 is 
levied. In New York State the corporate tax law seems rather 
complicated, but clearly a franchise tax must be paid. In gen- 
eral, in any particular instance, this tax has for its basis of 
computation the net income of the concern, or its capital stock. 
The minimum tax is $10. In New Jersey the annual fran- 
chise tax for large corporations is a considerable burden. The 
levy is one-tenth of one per cent on the capital stock that 
has been issued and is outstanding up to and including three 
millions. Where the capitalization is between three and five 
million dollars inclusive, the rate is one-twentieth of one per 
cent. On all amounts of capitalization in excess of five million 
dollars, a flat rate of $50 per one million dollars is levied. If 
the stock has been issued on the no-par-value plan, the rate 
varies from three cents a share on the first twenty thousand 
shares down to one-quarter of a cent a share where more than 
fifty thousand shares have been issued. 

In Maine, the annual franchise tax is relatively small. On 
par-value shares the rate is $5 a year when the amount of the 
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authorized capital stock does not exceed $50,000. For con- 
cerns whose capital stock does not exceed one million dollars 
the tax is $75 a year. Then, the charge is $50 for each addi- 
tional one million dollars of capital stock or fraction thereof. 
The rate on no-par-value shares is one-half a cent per share 
on all shares that have been authorized, the minimum fee being 
$10. In Maryland, a charge of $10 per year is assessed against 
the first $5,000f capital stock. Between $5,000 and $50,000, 
the rate is one dollar for each thousand or fraction thereof. 
There is then a decreasing rate from this point upward. For 
instance, for issued stock exceeding $500,000 but not above 
$1,000,000 the additional charge is $30 per year, whereas only 
$50 additional is levied for each million dollars of stock be- 
tween $1,000,000 and $10,000,000. Colorado has a very 
simple plan of assessment: $10 is levied against the corpora- 
tion for the first $100,000 of its capitalization, or fraction 
thereof, and for all above this amount of capitalization the rate 
is ten cents for each $1,000. In Arizona no franchise tax is 
levied, but there are certain annual fees including a regis- 
tration fee of $15, and a charge of $5 for filing an annual 
report. 

Enough has been said to show that, for large-sized corpora- 
tions, there are wide differences in the amounts of the annual 
franchise tax as between certain states when the tax is levied. 
New Jersey, for example, collects a big franchise tax on large 
corporations, as compared with Delaware. In spite of these 
differences, the amount of the annual levy should not be allowed 
to weigh too heavily in the selection of a corporate home by 
an enterprise of substantial size. 

3. The State’s Reputation in Corporate Matters——Just as 
each natural individual is rated by his fellows on many different 
points, on some such plan as superior, good, or bad, so each 
of the popular incorporating states, and many others as well, 
is rated, from the standpoint of its corporation laws and the 
general type of corporation that seeks it for a charter, by those 
who have to deal with corporations from various angles. This 
means that each state has a reputation of some sort in cor- 
porate matters. One finds it very difficult to analyze out and 
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evaluate the factors that account for the good or bad reputa- 
tion that a state thus enjoys. It is probably due to a combina- 
tion of influences, of which the laxity, fairness, or severity of 
its incorporation laws, and the usual type of corporation that 
has taken legal residence there are important. 

Probably the greatest disadvantage suffered by a corporation 
whose legal home is a state having a poor reputation in cor- 
porate affairs is in the sale of its securities. Of course, there 
are those who are easily persuaded to exchange their good 
money for worthless shares of stock without stopping to look 
into their probable value or without knowing the state of in- 
corporation of the issuing company. If they did have this 
information it probably would profit them but little. On the 
other hand, however, discriminating investors are likely to 
be on their guard against the securities of concerns that have 
been chartered in a state whose reputation in corporate matters 
is not enviable. This is not difficult to understand. If a cor- 
poration is being promoted and launched by men of high ideals 
who have faith in the enterprise and who expect to stay with 
it at least until it is well on its feet, one might reasonably 
expect that they would obtain a charter from a state whose 
reputation was good. Only in this way could good company 
be assured, and the confidence of the intelligent investing public 
be attracted. 

4. Liability of Stockholders and of O fficers—The liability 
of the stockholders of a corporation in this country for the 
debts of the corporation of which they are the owners has 
already been outlined (pages 53-55) in connection with the dis- 
cussion of the outstanding features of the corporate form of 
business organization. The bearing of such liability upon the 
choice of a legal home for a corporation will now be considered. 

Inasmuch as the desire of men engaged in many lines of 
business enterprise to limit their liability is one of the strong 
motives prompting incorporation, the liability of stockholders 
in each of the states under consideration as a possible domicile 
for a prospective corporation is worthy of careful attention. 
This is true whether the business venture is small or large. 
American stockholders are so used to the form of liability that 


CHOOSING THE STATE IN WHICH TO INCORPORATE 105 


ceases when the stock has been fully paid for that they are 
prompted to shun stocks whose ownership may involve them 
in greater liability than this. Incorporators are quite sure 
to be of the same mind. Hence, unless therg are superior 
compensating advantages, they reluctantly seek a charter from 
a state whose laws impose very much more than the usual stock- 
holder’s liability. A few states, of which New York is one, 
have the slight, additional liability for the unpaid wages of 
laborers on the payroll of the corporation in question. Inas- 
much as laborers are usually paid at very frequent intervals, 
this extra liability is not likely to be serious and, so far as we 
have been able to learn, it has not served as a checls to incor- 
poration in those states which have such a law. 

The feeling is rather commonly held, however, by those 
whose judgment is well considered, that a few states, such as 
Minnesota and California, have stockholders’ liability laws 
which constitute a substantial objection from the viewpoint of 
prospective incorporators. The liability is considerably in ex- 
cess of that in most other states. In passing, it might be well 
to say that in some other jurisdictions care should be taken 
by incorporators to follow absolutely the laws of the state as 
to organization methods and procedure. Failure to do so may 
involve stockholders in unexpected liability. 

Differences in statutory regulations respecting the liability 
of directors have not played a very important part in the choice 
of a state for incorporation purposes. The liability of directors 
is attributable both to the common and the statutory law. In 
general, under the former, the directors, by virtue of their 
control over the officers of the corporation as well as the assets, 
are personally liable if the capital stock is impaired by dividend 
payments; if stock is issued as fully paid when it is not; if 
they have been parties to the commitment of unlawful acts, 
have assented to such acts, or even have had knowledge of 
them; or if they have been grossly negligent in the management 
of the affairs of the corporation. They cannot, of course, be 
held for errors of judgment. 

Practically every state has a statute relating to the liability 
of directors. In Illinois, for example, the directors of a cor- 
poration are jointly and severally liable for the debts and con- 
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tracts incurred, in the name of the concern, in the following 
instances: 


1. For assenting to an indebtedness in excess of the 
amount of the capital of the corporation, to the amount 
of such excess 

2. For declaring or assenting to a dividend if the corpora- 
tion is, or is thereby rendered insolvent, or its capital 
is thereby impaired, to the extent of such dividend 

3. For debts contracted between the time of making or 
assenting to a loan to a stockholder or director and the 
time of its payment, to the extent of such loan 


Under the Illinois law, a director is presumed to have as- 
sented to the dividend or loan here referred to unless he was 
either absent from the meeting in question, or has had it en- 
tered on the corporate records that he dissented from the act. 
In almost any state, a director who dissents from any unlawful 
act on the part of the board may secure immunity from its 
consequences by some such procedure. 

In spite of the very considerable liability of directors under 
both the common and statutory laws, in actual practice they 
have been held personally liable, as a rule, only in cases of 
fraud and of gross negligence. This is probably the reason 
why statutory differences in the matter of the liability of direc- 
tors have exercised relatively little influence in choosing the 
legal domicile. The best way for the stockholders of a cor- 
poration to insure good management is to have a good and 
efficient board of directors rather than trust to well-drawn 
statutory provisions to keep a poor and inefficient board within 
the law. 

5. Permanence and Stability of Corporation Laws.—lIf there 
is one thing that business men dislike more than anything else, 
it is uncertainty; they want to know where they stand on this 
point or that. A state that has a reasonably good general en- 
abling corporation statute which has been in existence for a 
number of years without material changes, and which has been 
interpreted by the courts on crucial points, is attractive to 
incorporators. They know fairly well where they will stand 
if they are forced into litigation because, as some have put it, 
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the law has been well adjudicated. Moreover, no matter in 
what jurisdiction an action is brought for the enforcement of a 
_law upon a corporation, the law of the state which chartered 
the corporation usually will control questions of internal man- 
agement. A state that has the reputation of changing its laws 
frequently and which, in general, in corporate affairs has the 
reputation of instability is fairly sure to be shunned by incor- 
porators. It has been said that one reason why so many high- 
grade corporations selected New Jersey as their legal home 
was not only because she was the first state to liberalize her 
incorporation laws, but also because incorporators soon came 
to know where they would stand on important points of law if 
they should become involved in lawsuits. 

6. Liberality of General Enabling Statutes—The different 
states vary greatly in the matter of the liberality of their cor- 
poration laws. In some instances, such liberality apparently 
has been due to the voluntary acts of enlightened legislatures ; 
whereas, in other cases, a possible motive, among others, has 
been the desire to increase the income of the state by having at- 
tractive incorporation laws. On the whole, it is probably fair 
to say that what has been aptly called “‘the legislative competi- 
tion for capital” has been responsible, more than anything else, 
for the passage of liberal incorporation laws in certain states. 

In connection with various topics that have been discussed 
in this chapter, something already has been said regarding the 
differences of the laws of the states on such matters as the ini- 
tial charge for the charter, annual fees, the liability of stock- 
holders, and so on. In connection with some of these matters, 
wide differences in policy were indicated. Other points will 
now be considered briefly. 

Whether or not capital stock may be issued for property is 
regarded as an important matter in the liberality or severity of 
incorporation laws. It is now, and has been for some time, 
rather common for corporations at the time of their organiza- 
tion to pay, for certain properties that they acquire, in capital 
stock. Care should always be taken when this is contemplated 
to examine the laws of the state which promises to be the 
legal home of the company to see under what conditions this 
may be done. Some states have very strict requirements as to 
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the valuation of the property that is paid for in stock. The 
law of New York is reasonably strict, and is typical of the usual 
requirement. It provides, in substance, that any corporation 
may buy any property authorized in its certificate of incorpora- 
tion, or which is deemed necessary for use for its lawful pur- 
poses. The corporation may issue stock in payment for such 
property to the amount of its value, and the stock so issued 
shall be regarded as full-paid stock and not liable for further 
payment. In the absence of fraud in any such transaction, the 
judgment of the directors as to the value of the property so 
purchased is conclusive. 

Another important matter with respect to liberality of laws 
is whether or not the holding company is permitted. There 
was a time when no state allowed this form of business organi- 
zation to be formed under its laws, but after the State of New 
Jersey led off in 1889 in permitting the holding company, the 
same plan has been followed by many other states. It, of 
course, would be footless for a proposed holding company to 
make plans for organization under the laws of a certain. state 
and then find that such form of organization was not there 
permitted. In some cases there are no statutory provisions 
regarding the holding company; in others, it is definitely for- 
bidden. The law of the District of Columbia, for example, 
states that “it shall not be lawful for any company to use any 
of its funds in the purchase of any stock in any other cor- 
poration,” 

There are many other matters touching the liberality of in- 
corporation laws, although brief reference will be made here to 
only a few. Certain of these are of relatively minor impor- 
tance, but they usually are given some consideration. Some of 
the more popular incorporating states require the meetings of 
stockholders to be held within the state; others, such as Dela- 
ware, permit the meetings to be held elsewhere if the by-laws 
of the corporation so provide. Some states permit the cor- 
poration to commence business as soon as the certificate of 
incorporation is filed; others require a certain amount of capital 
first to be subscribed, while still others require that a certain 
amount of the capital must first be paid in, in cash. Among 
other matters given more or less consideration are those which 
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relate to no-par-value shares, the residence of incorporators, the 
qualifications of directors and their residence, cumulative vot- 
ing, and the filing of reports. 

Summary.—In many cases, the choosing ofsa state for in- 
corporation is an easy matter. This is true, particularly, where 
the company is small, where its plant is all in one state, and 
where the business of the company is primarily local. At times, 
however, the problem of choosing the proper state for incorpo- 
ration is most perplexing; this is likely to be the case where the 
prospective company is large, with widely scattered properties, 
and with the prospect of a nation-wide or world-wide business. 
In the difficult cases, divergent elements enter into the ques- 
tion; an examination must be made of the corporation laws of 
all the various states where the company expects to do business, 
and so on. After the problem has been considered from as 
many different angles as possible, a balance must be struck of 
the comparative advantages and disadvantages, scientific or 
otherwise, of choosing this state or that. Such cases are most 
perplexing, and call for the exercise of wise judgment only 
after careful deliberation. On the whole, in a difficult instance, 
the choice is likely to be the resultant of conflicting forces or, 
as it has been wisely stated, a “balance of the comparative ad- 
vantages and disadvantages of the available states,” supple- 
mented, it may be, by claims of expediency attributable to fac- 
tors scarcely reducible to scientific analysis. 


Chapter X 
SECURING THE CHARTER AND GETTING STARTED 


Charters Granted Usually by State Governments.—In the 
sixth chapter (page 51), in speaking of the outstanding char- 
acteristics of corporations, it was pointed out that all corpora- 
tions have charters. Centuries ago, the few corporations (or 
companies that were the forerunners of the modern corpora- 
tion) that existed were chartered by a sovereign. The original 
East India Company, for example, was established in 1600 by 
a charter from Queen Elizabeth. It started as a “regulated” 
company—as an association of merchants secure in the joint 
monopoly of trade in a certain séction of the world, each 
working, however, for his own individual profit. Later on, 
the East India Company became a joint stock company wherein 
the respective stockholders worked for their common advan- 
tage. The granting of royal charters with exclusive privileges 
seems to have been prompted by various motives, such as 
favoritism; the participation in the profits of the enterprise; 
the bringing into existence of an enterprise to help finance 
a government of which the sovereign in question was the head; 
the recompensing of the company for its great expenditure in 
establishing and protecting its trade; or to ensure the carrying 
on in foreign ports of a great work for the nation.* 

With the growth of democracy and the assumption of po- 
litical power by parliaments, and with the consequent destruc- 
tion of absolutism on the part of sovereigns, charters came to 
be granted in England and on the Continent by parliamentary 
bodies. In this country, under our system of government, 

* Alfred Marshall, in writing of these great trading monopolies, draws at- 
tention to the fact that they caused England’s trade to be divisible into 
separate compartments. Finally, however, the divisions or partitions be- 
tween the different sections disappeared. The result was that England 


found herself in control of a broad and unified world trade. See Industry 
and Trade, p. 713. 
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the various state governments now have and always have had 
the power to grant charters to corporations. That is to say, 
the federal government, unless it has been delegated authority 
by the state governments, has not the authority to grant char- 
ters to private companies other than in the District of Columbia. 

Some Corporations Have Federal Charters.—There are, 
however, a number of corporations that have been chartered by 
the federal government. Congress has chartered national 
banks because of its power under the Constitution for con- 
trolling the currency. The federal government has chartered a 
few railroads by virtue of its control over interstate commerce 
and the postal system. The Union Pacific Railroad was char- 
tered under date of July 1, 1862, and the Northern Pacific 
Railroad was chartered two years later. During recent years 
a considerable number of government-owned corporations have 
been formed under the laws of the District of Columbia for a 
considerable variety of purposes. For example, the United 
States Shipping Beard organized the United States Shipping 
Board Emergency Fleet Corporation in April, 1917, capitalized 
at fifty millions of dollars and chartered in the District of 
Columbia. A little later in the same year there was organized 
the United States Grain Corporation. In 1918, three more 
were added, namely, the War Finance Corporation, the United 
States Housing Corporation, and the United States Sugar 
Equalization Board. These are only a few of the corporations 
owned and chartered by the federal government. They are a 
new and special type of public corporation. In spite of this 
new development, the fact still remains that, except under 
certain well-defined circumstances, Congress does not possess 
authority to grant charters to private corporations. This 
means that practically all of the tens of thousands of corpora- 
tions in the country possess a charter which was granted by 
the government of some one of our states. 

Incorporation by Special Act of Legislature——In the 
earlier history of our country, all corporations were organized 
by a special act of legislature. Some one interested in the 
enterprise, or a member of the legislature, was asked to draw 
up a bill which, in accordance with the custom of the times, 
commenced somewhat as follows: “Be it enacted by the people 
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of the state of (name of state here), by legislature in Senate 
and Assembly represented, that (here followed the names of 
the incorporators) be and they hereby are constituted a body 
incorporate under the name of (name of corporation here) 
for the purpose of carrying on the following business (the 
nature of the business was fully described here).” Other perti- 
nent data would then be added. The bill, when finally prepared, 
was duly presented; passed through the customary routine; 
was considered and passed by both the Senate and Assembly ; 
and, finally, signed by the governor. The Act, as passed, 
became, as a rule, the charter of the corporation after it had 
been duly accepted by the incorporators in proper meeting 
assembled. The books were then opened for subscription to 
the capital stock; the latter was duly issued; and, after certain 
other prescribed routine, the corporation was ready to function. 
In brief, this was the procedure when it was the custom for 
businesses to become incorporated. by a special act of the 
legislature. 

Incorporation by Special Act of Legislature Abandoned. 
—The plan just outlined worked very well, provided the num- 
ber of new companies to be incorporated each year was small. 
As the country increased in population and in economic develop- 
ment, however, the number of bills drawn up each year and 
presented to the legislature for the creation of new corporations 
became so great that the legislatures of certain states had little 
time left to attend to anything else. At times there was such 
a pressure of business of this kind that the bills were not 
properly examined and were jammed through the legislature | 
rather hastily. Abuses soon crept in and it was more or less 
common talk that log-rolling processes were followed in secur- 
ing charters. Bulls were introduced at times under disguise, 
and sometimes they were enacted into law under the guise of 
incorporating a business which actually was subsidiary to some 
concealed purpose. Moreover, it seems that if a company suc- 
ceeded in getting a charter for carrying on business in a certain 
field it would then use all its influence to prohibit prospective 
competitors from securing a similar charter. 

It would be difficult to exaggerate the evils resulting from 
these conditions. It increased the fear, on the part of the 
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American public, of corporations. There was a memory in 
this country, in its earlier history, of the inglorious history of 
certain English corporate enterprises, and of the special (usually 
monopolistic) privileges that corporations had enjoyed. With 
this generally unfavorable historical background, the special 
privileges now being granted to corporate enterprises by special 
acts of legislation and the accompanying evils in getting and 
issuing the charter increased greatly the widespread prejudice 
against corporations. There was one way and only one way 
to remove this prejudice, namely, to remove the fundamental 
cause. This was the conferring of special privileges on cor- 
porations in bringing them into existence by a special act of 
legislature. The remedy was the passing of a general enabling 
statute. The pressure necessary to force such action came 
when the corporate form of organization began to become 
more common because of the demand for this type of business 
organization to meet the growing economic needs. And so 
it was that there came to be advocated a new and unrestricted 
plan for bringing corporations into existence. In other words, 
the method of incorporating by a special act of legislature grad- 
ually was superseded in the various states by a General In- 
corporation Law. 

So complete has the transformation become, that at the pres- 
ent time the legislatures of a good many of our states are 
actually prohibited, except for certain specified purposes, from 
creating corporations by a special act of legislature. Such 
prohibitions usually are to be found in their respective state 
constitutions. It may be well in passing to mention certain 

1 There was inserted in the Constitution of New York State as early as 
1846 the following provision regarding the creation of corporations by special 
act of legislature: 

“Corporations may be formed under general laws; but shall not be created 
by special act, except for municipal purposes, and in cases where, in the judg- 
ment of the legislature, the objects of the corporation cannot be attained 
under general laws. All general laws and special acts passed pursuant to 


this section may be altered from time to time or repealed.’ (Constitution, 
NT Pae\ pl leis Sie) 

In Illinois, the constitutional provisions on this point read: “No corpora- 
tion shall be created by special laws, or its charter extended, changed or 
amended, except those for charitable, educational, penal or reformatory pur- 
poses, which are to be and remain under the patronage and control of the 
state, but the general assembly shall provide, by general laws, for the organ- 
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situations which call for a special act of legislature to be passed 
to create a corporation. One case is where the interests of the 
prospective corporation may be such that they cannot be 
realized adequately under the General Incorporation Laws. For 
example, certain charitable organizations have received special 
charters from legislatures, and mutual insurance companies are 
chartered in some states: by special act of legislature. Further- 
more, if a business organization contemplates carrying on an 
enterprise that might properly call for incorporation under 
more than one general act, it might be thought expedient by a 
legislature to pass a special act equipping the company with 
the charter to meet the particular situation. 

The Beginning of General Incorporation Laws.—lIt is 
claimed that the first General Incorporation Law * ever passed 
by any of our state governments was an Act of March 22, 
1811, in New York State covering, under a general enabling 
statute, the formation of corporations for manufacturing pur- 
poses only. It will not be necessary to reproduce here the Act 
in full, but certain of its features will be commented upon 
which may shed some light upon corporate development at that 
date and upon the way in which corporations were regarded a 
century or more ago. 

The Act provided that five or more persons desirous of 
forming a manufacturing company should make, sign and 
acknowledge, before the proper court official and then file in 
the office of the Secretary of State, a certificate in writing 
setting forth the name of the proposed enterprise, the objects 
for which it was formed, the amount of the capital stock of 
the organization, the number of shares into which the capital 
stock should be divided, the names of the directors (‘“‘trustees”’ ) 
for the first year, and the place where the manufacturing opera- 


ization of all corporations hereafter to be created.’ (Constitution of 1870, 
TNiein Olly Sit) 

Connecticut has no constitutional provisions regarding the question. For 
the rule in any particular state in interest, see Corporation Manual, sec- 
tion 1, under I, “Incorporation and Organization.” 

*It should not be overlooked that in 1795 the state of North Carolina 
offered incorporation for business purposes to any who desired it, freely and 
on equal terms. In doing this, however, there was a limitation to one class 
of corporations, namely, canals. The franchise, nevertheless, was a generous 
one. See Batpwin, Amer. Hist. Assn. Report, Vol. I, p. 271. 
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tions were to be carried on. It is interesting to note, as 
shedding light upon the articles that were manufactured in the 
State of New York in 1811, that the classes of manufactures 
that were subjected to the General Incorporation Law were 
those which produced woolen, cotton or linen goods; which 
made glass, bar iron, anchors, mill irons, steel, nail rods, hoop 
iron and iron mongery, sheet copper, sheet lead, shot, white lead 
Orered:lead — ae 

The statute provided further that the certificate of incorpora- 
tion (which for all practical purposes was the charter of the 
corporation), when duly prepared and filed, as mentioned 
above, was limited to a period of twenty years, although the 
framers of the Act anticipated a longer life in stating that the 
incorporators and their successors “shall and may have con- 
tinual succession.” Perhaps the limitation of twenty years 
was merely a precautionary measure, whereby new terms of 
renewal or extension might be inserted to meet the changing 
conditions of the tifhes, although the decision in the Dartmouth 
College Case* was not handed down until 1819. The law 
provided further that the corporation should have the right to 
buy, hold, and convey real estate and other property that was 
necessary to enable the company to carry on the manufacturing 
operations mentioned in its certificate of incorporation. 

Provision was made also for the election of directors; for 
the method that should control voting at stockholders’ meet- 
ings; and for the making and putting into operation of by-laws 
and of rules and regulations for the internal government of 
the company. The amount of the capital stock of any cor- 
poration to be formed under the General Incorporation Law 
was not to exceed $100,000. Finally, the principle of limited 


1The Dartmouth College Case, decided by Chief Justice Marshall in 18109, 
made clear for the first time in the history of corporate enterprises that a 
charter was a contract between the incorporators and the sovereign power 
granting the charter, which contract could not be broken or amended at the 
pleasure of the party granting it. The facts regarding this case were, briefly, 
as follows: The Trustees of Dartmouth College had been granted a charter 
by the English Parliament in Colonial times. After the American Revolu- 
tion the Legislature of the State of New Hampshire succeeded to the rights 
and privileges of the British Crown with respect to the Dartmouth College 
charter. An attempt was made to amend the charter; and the upshot of 
the whole matter, as finally determined by the Supreme Court of the United 
States, was as mentioned, above, namely, that a charter is a contract. 
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liability was provided for in the following words: “For alli 
debts which shall be due and owing by the company at the time 
of its dissolution, the persons then composing such company 
shall be individually responsible to the extent of their respective 
shares of stock in said company and no further.” 

Present-day General Incorporation Laws.—The first Gen- 
eral Incorporation Law was merely the entering wedge. It was 
soon followed by similar laws in other states, and the move- 
ment in the course of a few decades swept the entire country.* 
It would probably be fair to say that certain states that held 
off for a considerable time eventually passed their General 
Incorporation Laws somewhat reluctantly; but a movement 
so important as this for the future economic expansion of the 
country could not long be withstood. At the present time, 
there are as many as 2500 corporations chartered per month 
in a single state. If a special act of legislature were necessary 
to bring each of these into existence, the legislature concerned 
would have to manifest a rate of speed in the execution of 
business which, in all probability, has never been known as yet 
in the legislative history of any country in the world. 

At the present time it is possible for any interested person to 
secure either through the proper state official or from a pub- 
lisher a copy of the General Incorporation Laws of practically 
any state in the Union. Usually such laws are prepared in 
pamphlet form and contain all the pertinent information re- 
garding the law of the state governing corporations and the 
procedure to be followed in organizing a corporation in the 
state in question. The “Laws Relating to Business Corpora- 
tions” of Massachusetts, for example, is a pamphlet of over 
eighty pages. “The General Incorporation Act of New Jersey” 
is somewhat larger; while the “Corporate Laws of the State 
of Connecticut” embraces seventy-five pages. Some states 
have divided their corporation law into several parts. New 
York State, for example, has a General Corporation Law 
applying to all corporations. There is also a Stock Corporation 
Law applying, as its name indicates, to stock corporations and 


* The last state to provide for incorporation under General Incorporation 
Laws was Rhode Island. In 1892, that state amended its constitution so that 
the General Assembly might provide by general laws for the creatiop of 
corporations (Amendment of Nov. 18, 1892). 
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not to incorporated organizations without transferable shares 
of stock, such as clubs, churches, and charitable bodies. Then, 
again, New York has a Business Corporation Law applying to 
any lawful industrial or mercantile business but not to moneyed 
corporations, such as banks or insurance companies, or to 
railroads. Moneyed corporations are formed under their own 
special statutes, and the same is true of railroads. Not every 
state has the large number of special corporation statutes as has 
New York. 

Broadly speaking, a business corporation in this country 
means one that has capital stock divided into shares, which is 
chartered for carrying on some business for private gain. This 
is the sense in which we use the term here. As a rule, business 
corporations, from the standpoint of incorporation procedure, 
include trading and manufacturing enterprises, mining corpora- 
tions and those in other fadusiraal pursuits. Business corpora- 
tions are not generally understood, in New York State or else- 
where, to include banks and trust companies, insurance com- 
panies, public utilities and certain others.” 

The statutory provisions regarding the organization, regu- 
lation and taxation of business corporations, arranged alpha- 
betically by states, and a great deal more of related material, are 

+The Corporation Laws of New York, compiled by Richard P. Ettinger, 
are published in book form by Prentice-Hall, Inc., New York. The volume 
contains reprints of the New York law governing corporations, partnerships, 
associations, and much other pertinent information. 

The reader should perhaps be cautioned against accepting as literally 
true what is said here regarding the corporation laws of any particular state, 
because changes are frequently made in different jurisdictions. Take the 
case of New York for purposes of illustration. There is a constitutional 
provision regarding the creation of corporations by special act of legislature 
(see footnote, page 113). With respect to the general act under which cor- 
porations now (1929) are formed and regulated, The Corporation Manual 
(twenty-eighth edition, p. 851) says, in effect, that business corporations 
in New York State are formed under Article 2 of the Stock Corporation 
Law, and are regulated also by the provisions of the Stock Corporation 
Law and of the General Corporation Law. It seems that an important 
change in laws respecting the formation and regulation of corporations was 
made in New York in 1923 when the Business Corporation Law was to all 
intents and purposes merged into the Stock Corporation Law. 

* See PARKER, J. S., Where and How. A Corporation Hand Book, p. 3. 

Davis, in his Essays in the Earlier History of American Corporations, 
Vol. II, p. 3, states, in effect that the expression “business corporation” has 
no exact technical meaning. 
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found in The Corporation Manual. It is possible by consult- 
ing this volume to find out the details regarding the business 
corporation law of any state on such points as the purposes 
for which the corporation may be formed; the organization 
tax; for how long a period the corporation may be chartered ; 
increase of capital stock; classes of stock; liability of stock- 
holders; extent of corporate powers; procedure for merger and 
consolidation; dissolution; the treatment of foreign corpora- 
tions; the way in which domestic and foreign corporations are 
taxed; and so on. The General Incorporation Laws of the 
various states are far from uniform; the same situation pre- 
vails regarding the laws with respect to business and other 
types of corporations. What is permitted in one jurisdiction 
may not be allowed in another. For example, the holding com- 
pany is a legal form of business organization in the State of 
New Jersey while, presumably, it is illegal in Missouri, one 
corporation subscribing to stock in another having been held 
ultra vires, although there is no specific statutory provision 
regarding the holding company in Missouri. Organization 
fees in some states are high, while in others they are low. On 
the whole, the General Incorporation Laws of the different 
states are no more nearly alike than are the Workmen’s Com- 
pensation Laws that more recently have been passed. It is a 
well-known fact that some of the states are more popular for 
incorporation than others, and it should be observed that the 
states which are the most popular in this respect have laws that 
are very nearly alike on certain crucial points which mean a 
great deal to incorporators. This matter will receive further 
discussion later on. 

Procedure in Securing the Charter.—The method whereby 
a charter was secured from a state when incorporation was 
effected by a special act of legislature already has been dis- 
cussed. Let us now consider the method of securing a charter 
from a state under a General or Business Incorporation Law. 

Assuming that the incorporators have decided in which state 
they wish to incorporate, the best procedure in practically all 
cases would be to have the incorporation papers carefully 
prepared by a competent lawyer. It is quite possible that the 
incorporators themselves could comply with the provisions of 
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the statute with reference to all the various points but, in the 
preparation of the incorporation papers, the advice of a lawyer 
who has had experience in this particular line of bysiness would 
probably prove invaluable.’ We refer here to corporations of 
relatively small size and where the procedure would be rela- 
tively simple. In the case of large corporations, involving com- 
plex financial interests and complicated problems of various 
sorts, only the: most experienced and competent corporation 
lawyers should be employed. 

The Certificate of Incorporation in General.—This is a 
most important document, and its preparation is the first step 
in the present-day process of securing a charter. In some states 
there has been prepared an application form to be used in apply- 
ing for a corporate charter. When duly filled in, this consti- 
tutes the certificate of incorporation to be submitted to the 
proper state official for his approval. The form can be obtained 
from a stationer or from a designated state official, and it 
serves a useful purpose in the preparation of the certificate of 
incorporation. It should not be taken for granted that every- 
thing printed thereon should stand; for, like most forms, it has 
to be adapted to meet a particular need. It is customary, where 
a state has a particular form for a charter application, to use 
the official document ;-but, if the applicants for the charter 
choose to prepare their own form, the official document should 
be rather carefully followed. It is possible that the charter 
should contain certain provisions not found on the usual form, 
and if this is the case, they should be added in an appropriate 
place. Such additions are in order, provided they are not con- 
trary to the laws of the state. 

The Certificate of Incorporation in the State of Delaware. 
—Although the above statement sets forth the general situa- 
tion with respect to the certificate of incorporation, there are 
minor differences in procedure because of lack of uniformity in 
the laws of the different states. In order to make our discus- 


1In some of the popular incorporating states, it is reported, certain legal 
firms make a specialty of obtaining charters for interested parties for a 
relatively small consideration, especially if the prospective corporation is 
small, if the procedure is simple, and if “cut-and-dried’”’ methods may be 
followed. 
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sion more concrete, let us consider the certificate of incorpora- 
tion according to the law of the State of Delaware. 

In the first place, it must contain the name of the corpora- 
tion, and this must be sufficiently unlike the name of any other 
corporation that there will be no difficulty in distinguishing 
the new business unit from any other corporate enterprise of 
its kind. There should be included also the exact location of 
the principal office or place of business within the state, and 
the name of the resident agent of the proposed company. 
Care should be taken to indicate the exact nature of the business 
contemplated by the corporation, and its objects or purposes. 
The amount of the total authorized capital stock of the cor- 
poration should be stated (the minimum is $2,000), the number 
of shares into which the stock is divided, and the par value 
of each share. There should be clearly set forth the amount 
of the authorized capital stock that is to be used when the 
concern commences business, $1,000 being the minimum here. 
If the corporation is being organized with stock on the no-par- 
value plan, there must be stated in the certificate of incorpora- 
tion the total number of shares authorized, and the number of 
such shares that will be used in the commencement of the 
business, of which the minimum is ten. If more than one class 
of stock is authorized, each must be carefully described. The 
names of the original subscribers to the capital stock and their 
respective places of residence should be indicated. 

The certificate should state also whether or not the corpora- 
tion is to have perpetual existence, and if not, the time when 
the charter will expire should be indicated. The law of Dela- 
ware also provides that the certificate of incorporation may con- 
tain other provisions than those mentioned above, particularly 
those which the incorporators wish to have inserted regarding 
such matters as the conduct of affairs of the business; the 
limitations upon the powers of the corporation, of the directors, 
the stockholders, or any particular class of stockholders, it 
being understood that such additional provisions shall contain 
nothing contrary to the laws of the State of Delaware. If 
anything unusual is desired with respect to the voting rights of 
security holders, these should be stated in the articles of 
incorporation. 
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The Execution, Filing and Recording of the Certificate.— 
The law of Delaware with respect to corporation procedure 
requires that the certificate of incorporation shall be signed 
and sealed by each original subscriber to the capital stock. 
The certificate must also be acknowledged before some officer 
duly authorized by the laws of the State of Delaware to take 
acknowledgments. It is then ready to be filed in the office of 
the Secretary of State, the latter official furnishing a certified 
copy of the articles of incorporation under his hand and seal 
to the incorporators or their legal representatives. This cer- 
tified copy should then be recorded in the office of the recorder 
of the county in the State of Delaware where the principal 
office of the corporation is to be located. This certificate, or 
a duly certified copy of the same, when accompanied by the cer- 
tificate of the recorder of the county in which the certificate 
of incorporation has been recorded, constitutes evidence of 
incorporation in all courts of law and equity within the State 
of Delaware. 

It should also be mentioned that on filing the certificate of 
incorporation in the office of the Secretary of State, certain 
customary taxes and fees have to be paid before the actual work 
of incorporation can be completed. The taxes and fees are 
for the use of the state; they are payable in Delaware to the 
Secretary of State, whereas in certain other jurisdictions they 
are paid by the incorporators directly to the State Treasurer. 

Steps in Formation of a Business Corporation in New 
Jersey.—The first step is the preparation of the certificate of 
incorporation and the signing and acknowledging of it by all 
the subscribers to the capital stock. The signatures of the 
incorporators should be attested by a witness and must be duly 
acknowledged. The original copy of the certificate of incor- 
poration, together with one additional copy, is then taken to the 
office of the county clerk of the particular county in which the 
principal office of the corporation is to be located. It is then 
the duty of the county clerk to compare the copy with the orig- 
inal document, and if found to be the same, the clerk will stamp 
the original as recorded and return it to the incorporators, 
making his record from the duplicate copy. 

The next step is the transmission of.the original certificate 
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of incorporation with one copy of the same to the Secretary 
of State at Trenton, accompanied by a check covering the 
organization fee required by the State of New Jersey, and a 
recording fee to cover the cost of certifying the copy. If the 
Secretary of State finds that the certificate of incorporation 
conforms with the law of the State of New Jersey, he will then 
file the original certificate of incorporation and return the dupli- 
cate copy, properly certified by him, to the incorporators. This 
concludes the necessary procedure under the New Jersey law. 

As a general rule, in any state the copies of the certificates of 
incorporation which are required to be filled in the offices of 
state officials, may be examined by any interested party. The 
theory upon which this practice rests is that any person who has 
business dealings with any corporation in question has had an 
opportunity to learn, if he so desired, the powers and privileges 
conferred by the charter. 

Assuming, now, that the certiftcate of incorporation has 
been properly recorded and filed, the corporation is then a body 
corporate ready to prepare to function. It may be added that it 
is customary for the incorporators immediately to hold their 
first meeting at the principal office that it has designated within 
the state, at which the business would be the adopting of by- 
laws, the electing of directors, and other pertinent business. 
The next step in preparation for the proper functioning of the 
corporation would be for the newly elected directors to meet 
and elect officers, conclude the purchasing of property, and, in 
general, perfect the organization.1 Although the procedure 
may differ in minor details in other states, that which we have 
outlined is rather typical (see details, pages 125-126). The 
exact requirements of the law of any state in question can easily 
be determined by consulting the general enabling statute under 
which the prospective corporation would be formed. 

When the Certificate of Incorporation Is Faulty——When 
the certificate of incorporation is transmitted to the proper state 
official for execution and filing, it (and all accompanying 


*See The Corporation Manual, 1927, p. 779. See also Stocxper, Business 
Ownership Organization, pp. 155-156. See also last two pages of this 
chapter, where there is given in some detail the usual procedure in com- 
pleting the organization. In some states, the procedure is considerably 
different from that outlined at the end of this chapter. 
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papers) are carefully examined to determine whether or not 
they conform in all respects with the provisions of the state 
statutes. If no defects are found, the certificate goes through 
the regular routine of acceptance, as described above. Occa- 
sionally it is found that the certificate includes powers and 
privileges that are not permitted under the state statute which 
controls its organization. If this is the case, the certificate 
will be sent back to the incorporators for amendment in con- 
formity with the statute. When this has been done it is re- 
turned to the Secretary of State for execution. 

The Charter Itself—Some business corporations possess a 
formal charter which often is framed and hung upon the wall 
in one of the rooms occupied by the executives of the business 
concern. In former centuries it was the customary thing to 
issue a formal charter of this order, and some of them have 
been carefully preserved until the present time. The Hudson’s 
Bay Company, for example, is reported to have its original 
charter, issued moré than two hundred years ago, adorning the 
wall of one of its executive offices. At the present time, al- 
though some states, through the Secretary of State, issue a 
formal charter upon the approval of the application therefor, 
some other line of procedure than issuing a formal charter is 
more commonly followed. In the latter case, the application 
for the charter (that which becomes the certificate of incorpora- 
tion), after it is accepted by the Secretary of State and is duly 
filed and recorded, becomes the charter of the new corporation. 
The real situation is that the form of the document has not been 
altered, but its significance has been changed, in that the one- 
time application for a charter has been transformed into an 
authorization from the state to start a business enterprise.* 
The incorporators at any time may secure from the Secretary 
of State, for a nominal fee, a certified copy of the certificate of 
incorporation. This, as already indicated, is the actual charter 
of the corporation and could be so used as evidence of the 
company’s corporate existence. 

Amending the Charter.—It sometimes becomes desirable to 
amend a charter. This may result from undue haste in pre- 


1See ConyncTon, Bennett, and PInKErToN, Corporation Procedure, 
p. 211. 
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paring the application, or it may be due to carelessness or to 
changed conditions which no one could have foreseen when 
the company originally was formed. The various states have 
their own ways for legally effecting charter amendments, the 
procedure being by no means simple in some states, though 
relatively easy in others. The plan to be followed is set forth 
in the General Enabling Statute of the state in question. Often 
the procedure is not uniform within a single state for different 
forms of charter amendments. 

New Jersey has a very simple and attractive method of 
amending the original charter, provided this is done before the 
company has started business or, as the statute expresses it, 
“before the payment of any part of its capital.”’ The procedure 
is for the incorporators to file an amended certificate of in- 
corporation, duly signed by the incorporators whose names 
occurred in the original certificate, and acknowledged under 
the plan followed in completing legally the original certificate. 
The new certificate may change the former one in whole or in 
part, provided the new copy contains nothing that does not 
violate the provisions of the general enabling act. The charge 
for filing an amended certificate of incorporation is twenty 
dollars. 

The procedure in New Jersey, in case a change in the charter 
is desired after the corporation has started to function, is en- 
tirely different. The law provides that if the board of directors 
has passed a resolution declaring that a certain alteration in the 
charter is necessary, the stockholders may then take action; 
and if, at a duly called meeting, two-thirds in interest of each 
class of stock shall vote in favor of the change, it may then 
be made by preparing and filing the necessary papers. This 
change or alteration of the charter may be effected with respect 
to a considerable number of matters, such as, for examples, the 
name of the concern, an increase or decrease of capital stock, 
or a change in its par value. 

In other states, procedure may be quite different. It may 
be ascertained in any specific case by consulting the proper 
statute of the state in question. It is often required that 
formal advertisements of the change must be carried in local 
papers for a certain length of time before a charter amend- 
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ment becomes effective. Again, the proportion of stock that 
must approve the proposed alteration may be different from 
that required by the New Jersey law, as cited above. Dela- 
ware, for example, permits an amendment of tlie charter if a 
majority of the stock that is entitled to vote declares itself in 
favor of the change. - 

Completing the Organization after Charter Is Obtained.— 
In concluding this chapter, it is deemed desirable to expand 
somewhat the usual procedure in an organization meeting 
called for the express purpose of completing the corporate or- 
ganization so the new business unit may legally function. The 
parties who have been engineering the application for the 
charter and all other details necessary to get the whole pro- 
spective business proposition ready to start, have been notified, 
let us assume, that the charter application has been accepted and 
duly certified. The first step, then, ordinarily, would be to 
issue a written call, signed by all of the incorporators, for a 
stockholders’ meetittg at a certain time and place, setting forth 
the purpose of the meeting. After the meeting has been or- 
ganized, it would be in order for the charter to be formally 
adopted. Usually a set of by-laws to supplement both the 
corporate statute of the state under which the corporation was 
organized and the charter itself are submitted and adopted. 
These, of course, already have been prepared by the parties 
in interest and may be formally adopted with little or no dis- 
cussion. Often the statute leaves the arrangement of many 
details of internal management to the by-laws, so it is well 
that they should be drawn up with considerable care. If the 
board of directors has not been named in the certificate of 
incorporation, it would be necessary for the stockholders now 
to elect it. The provisions of the statute must then be fol- 
lowed in the exchange of the stock of the corporation for 
property; in other words, subscriptions to stock will then be 
accepted. Any other necessary business will be transacted be- 
fore adjournment. 

It is customary for a directors’ meeting to follow immedi- 
ately. This meeting being organized, they elect the officers of 
the corporation; arrange for the preparation of such certifi- 
cates are necessary on account of the types of securities that 
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the corporation is to issue; follow whatever procedure is neces- 
sary to put into effect, legally, the actions just passed at the 
stockholders’ meeting; make arrangements for safeguarding 
their funds through a selected bank or trust company; make 
plans for bonding their treasurer in an amount that they de- 
termine upon; and, in general, attend to such matters as, in the 
ordinary course of events, are likely to arise. Before adjourn- 
ment, it would be expected that all necessary plans will have 
been completed for the corporation to embark upon the trouble- 
some sea of business. 


Chapter XI 


THE INTERNAL MANAGEMENT OF BUSINESS 
CORPORATIONS 


Business Enterprises Will Not Run Themselves.—Any 
business unit to be successful has to be operated or managed; 
it will not function itself; it needs the directing mind of some 
one or more persons duly qualified to run it. In a one-man 
enterprise the proprietor puts in the capital; he is the owner, 
manager, and sole recipient of the profits of the enterprise. If 
it is operated at a loss, he has to absorb such loss; he cannot 
shift it to anyone else. If the enterprise is driven into debt, 
the proprietor, as we all know, is fully liable for all the debts. 
In the general partnership, as we already have seen, the situa- 
tion is, in many respects, strikingly similar. Two or more 
partners contribute the capital for carrying on the business; 
they are the owners and managers, and they share the profits. 
of the enterprise in accordance with a definite plan arranged 
in the articles of co-partnership. If the business is unsuccess- 
ful, each partner may be fully liable for all the debts. Also, in 
a general partnership, all of the partners are workers. The 
duties of any one partner may be different from the duties of 
the others; but, in theory at least, there is complete cooperation 
between them to the end that the business may be successful. 
Both in the proprietorship and in the general partnership, the 
owners, if their business venture is to be a success, have to be 
on the job practically all the time; the business will not run 
itself. 

Direction of Business by Stockholders Impracticable.— 
Corporate business enterprises, like the proprietorship and part- 
nership, will not run themselves; they all have to be directed. 
But in a business corporation, the situation with respect to the 
internal management of the enterprise is quite different from 
that which characterizes the operation of a one-man concern or 
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a partnership. The owners of the corporation are the stock- 
holders; in any particular corporation these may be few or 
numerous. In the event that there are many stockholders, they 
may be entirely unknown to each other, and each may be quite 
unaware as to who the other stockholders are. There is prac- 
tically no limitation whatsoever as to the persons, natural and 
artificial, who may be the owners of a given corporation, pro- 
vided they are able to buy the stock; exceptions are found, of 
course, in the case of close corporations; also in the corpora- 
tions chartered in certain states where there are statutes which 
do not permit corporations chartered under their laws to hold 
stock in other corporations. If one could survey all at once the 
stockholders of any one of our large corporations, he would see 
a diversified group, numbering in some cases up in the hun- 
dreds of thousands. Of natural persons, there would be young 
and old, male or female, black and white, the socially promi- 
nent and the outcast, good citizens’ and bad, and so on. The 
artificial (or corporate) stockholders would, of course, not be 
seen, but they would include, perhaps, churches, educational 
institutions, social and charitable organizations, mutual and 
stock insurance companies, banks, trust companies, and numer- 
ous other forms of business enterprises. There surely would 
be a heterogeneous group of stockholders. It would be abso- 
lutely impossible for a corporate business enterprise to be 
managed or operated by the stockholders themselves, except 
in those relatively few cases of close corporations where the 
stock is practically all owned by the handful of persons who 
actually run the business and who reap its profits. 

Delegated Management in a Corporation.—Although the 
stockholders are the owners of a corporation, the individual 
stockholder, as a rule, has very limited rights. This means that 
an individual stockholder acting by himself cannot accomplish 
very much in behalf of his corporation; for the powers of 
stockholders are relatively unimportant unless there is conjoint 
action in a stockholders’ meeting that has legally been called 
together. Most of the powers of stockholders, as a group and 
when properly assembled, are recited in the statutes of the state 
from which the corporation in question received its charter. 
These powers, in the final analysis, are confined to only a few 


THE INTERNAL MANAGEMENT 129 


matters, because in the internal operation of a business corpo- 
ration we have what is known as delegated management. 
Under this plan of management, the stockholders delegate or 
transfer a large part of their authority to the directors whom 
they elect to mold the business policy of the corporation. 

Certain Powers of Stockholders Not Delegated. Some of 
the powers of the stockholders as a group, which have not 
been handed over to others, under the system of delegated 
management, are the right to elect directors and to adopt by- 
laws. It also is usually their right to authorize an issue of 
stock, and to empower the directors to place a mortgage upon 
the corporation’s property. Both the charter and the by-laws 
of a corporation may be amended by vote of the stockholders, 
unless this right is denied by the state statutes under which the 
corporation was formed; and, normally, it requires authori- 
zation from the stockholders to enable the directors to sell the 
business to some other organization. 

The reader should be reminded, perhaps, that there are sev- 
eral classes of stock issued by a good many corporations, and 
that the holders of some classes of stock are likely to have 
rights and privileges which do not accrue to other stockholders 
in the same corporation. Thus, some stockholders who 
hold preferred stock have preferences over others in cer- 
tain respects but, under normal circumstances, they often are 
deprived of the right of voting at stockholders’ meetings. In 
the same way, there has been a tendency in recent years to issue 
what is known as Class A and Class B common stock, which 
are similar in almost all respects, except that one of these 
probably carries the right to vote and the other does not. 

Regular and Special Meetings of Stockholders.—Ordinar- 
ily, it is the custom to hold meetings of the stockholders of a 
business corporation annually, and to call the stockholders to- 
gether at other times for special meetings as the occasion arises. 
In other cases, companies are found which have a regular fall 
meeting and a regular spring meeting of their stockholders, 
together with such other meetings as are found necessary. 
Probably the majority of corporations have one regular meet- 
ing per year which usually is known as the annual meeting, and 
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the stockholders are brought together on other occasions for 
specific purposes, if business is pressing. 

Usually, in order to assemble the stockholders at the annual 
meeting or on any other occasion so that business can be trans- 
acted legally, it is necessary that each stockholder be notified 
formally of such meeting. Those to whom the notice is sent 
and those who have a right to be present are those whose names 
appear as holders of stock on the legal books of the corporation 
as of a specified date. Such stockholders ordinarily are known 
as the stockholders of record. Most of our readers are aware 
of the fact that it is customary for the stock book of any cor- 
poration in question to be closed for any further transactions 
for a period of several days before a forthcoming stockholders’ 
meeting. Usually the by-laws provide for this situation. Prob- 
ably the outstanding reason why the by-laws cover this point 
is that there may be no question when the meeting is convened 
as to who have the right to attend and to participate in the 
business of the meeting. 

At the annual meeting of a corporation, it is customary to 

“elect directors and to transact all other business that may be 
necessary. In some cases the by-laws of the corporation pro- 
vide that certain specified things in the nature of business can 
be transacted only at a special meeting which has been called 
for such particular business. When such meeting is held, no 
other business than that for which the stockholders were 
brought together can be put through legally. 

Voting by Proxy.—Usually a very small percentage of the 
stockholders of a corporation attend either the regular or spe- 
cial meetings. In a limited proportion of the cases, about the 
only ones who attend are some of the officers, and others who 
may have some particular “axe to grind.’ It often is stated 
specifically in the by-laws what actually constitutes a quorum 
for putting through business legally at a stockholders’ meeting. 
It has become a common custom in this country, in connection 
with the internal management of business corporations, to 
permit a stockholder to delegate some person or persons to vote 
his stock for him at a stockholders’ meeting which he does not 
expect to attend in person. As practically everybody knows, 
this custom is known as voting by proxy; the person who is 
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named by the stockholder to vote for him at the meeting also 
is called the stockholder’s proxy. Furthermore, the same term 
(proxy) is given to the printed or typewritten, authorization 
executed by the stockholder to his proxy with respect to a cer- 
tain meeting or meetings. In some instances, the proxy ap- 
plies to all the stockholders’ meetings held within a certain 
length of time. In other cases, a proxy is void after the expira- 
tion of a certain number of months or years, even though it has 
not been used at all. When a stockholder receives a legal notice 
of a forthcoming meeting, there usually is attached to such 
notice a printed form of proxy. Probably the vast majority of 
these find their way at once into the waste basket, although in 
many cases the stockholder has the form legally executed, and 
it is then returned promptly to some official of the corporation 
who, in all probability, soon parses it over to the corporation’s 
proxy committee. _ 

The method of voting at stockholders’ meetings will be dis- 
cussed a little later, after first considering a number of other 
matters pertaining to the internal direction of corporate busi- 
ness enterprises. 

The Board of Directors.—As already mentioned, it is cus- 
tomary, in connection with the internal operation of business 
corporations, for a board of directors to be elected by the 
stockholders, to which board and its successors, managerial 
power with respect to the internal operation of the corporation 
is delegated. -In brief, it is by the functioning of the board of 
directors that a great deal of the business of the corporation 
actually is carried on, particularly that which relates to the 
formulation of policies. Normally, stockholders cannot inter- 
fere with the acts of the board of directors, although in some 
jurisdictions directors may be removed from office before the 
expiration of their term for certain reasons. The day-by-day 
business of the concern is carried on, of course, by the officers 
and employees, the former being appointed by the board of 
directors. 

The necessity of having a competent board of directors to 
mold the general policy of the business is apparent. Under our 
modern system of corporate ownership, the stockholders may 
be widely separated geographically, and entirely unknown to 
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each other. It would be almost impossible, except in the case 
of close corporations, for the stockholders themselves to carry 
on the internal management of the business. The election, 
therefore, of a board of directors to transact business for the 
stockholders is absolutely indispensable in the vast majority of 
business enterprises. The number of persons on the board of 
directors varies greatly from a minimum of about three to a 
maximum of sixty or more in the case of the larger concerns. 
The number in any particular instance is specified, in all prob- 
ability, either in the charter or in the by-laws of the corporation. 

Qualifications and Payment of Directors.—Preceding stat- 
utes governing the qualifications of directors, the common law 
rule covering this matter prevailed. Under this plan any nat- 
ural person who was possessed of all his legal rights was eligible 
for membership on a board of directors. At the present day, 
practically every state of the United States has, as a part of its 
general incorporation laws, a statute with respect to the quali- 
fications of directors. There is no uniformity in the require- 
ments; all that we shall attempt to do here is to indicate in a 
general way what they are in some states. As a rule, it is fair 
to say that the qualifications are merely nominal, in that it is 
very easy for almost any person to qualify as a corporate direc- 
tor. In one of our states which is generally recognized as 
having reasonably good corporation laws, the statute concern- 
ing directors requires, in effect, that they shall hold office 
for not less than one year or for more than five years; that a 
majority of the board of directors shall form a quorum; and 
that the number of directors in any corporation may be changed 
by amending the certificate of incorporation. Some states 
require that the directors shall be residents of the state in which 
the corporation is receiving its charter; in others, only one of 
the directors need be a resident. Some states prescribe that 
one or more directors shall be citizens of the United States. 

It is not a common practice in this country to pay salaries 
to directors, although in some cases it is reported that regular 
salaries are paid. The statutes of any state may regulate the 
salary or honorarium of corporate directors, and there also 
may be provisions regarding this matter inserted both in the 
charter and in the by-laws of any particular corporation. It is 
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probably fair to say that, in the cases of most of the small 
corporations, directors serve without any salary or honorarium, 
whereas in the larger corporations it is almost the rule for the 
directors to receive not a salary but an honorarium ranging 
from a few dollars up to something like one hundred dollars 
at each meeting of the board. 

Directors Function as a Board, Not as Individuals.—It 
was stated aboye that the powers of individual stockholders are 
extremely limited, and that such powers as stockholders possess 
accrue to them only when assembled in a duly called meeting. 
The case is very much the same with regard to directors in that 
a single director, or even two or three acting together and 
informally, are not able to transact any business legally for 
their corporation; nor is it possible, in the usual case, for a 
director to send a proxy to a meeting of the board or to vote 
im absentia. This means, therefore, that, possibly with certain 
exceptions, the board of directors can function only when as- 
sembled in a formal meeting. The time of such meetings 
usually is regulated by a by-law of the corporation. It is rather 
common for directors to meet at least once per month. The 
acts of directors in meeting assembled are conclusive and bind- 
ing upon the corporation, unless the board has been acting 
outside its field as prescribed either by the statutes of the state 
or as laid down in the charter and by-laws of the corporation. 
In other words, as long as a board of directors acts in good 
faith and does not exceed its powers, its votes must stand, 
even though it soon becomes apparent to others that its policies 
are unwise. 

Directors have, of course, certain liabilities to the stock~ 
holders whom they represent, although it should never be over- 
looked that directors cannot be held responsible for errors of 
judgment. A board of directors is apt to make mistakes, but it 
cannot be held liable for such mistakes as long as it has been 
acting in good faith, and within the general field of its duties. 

May Directors Contract with Themselves?—Under the 
American system of electing directors, it frequently happens 
that certain members of the board of directors of an important 
corporation are persons who have other outstanding business 
interests. As directors of the corporation in question they 


134 THE FINANCING OF BUSINESS ENTERPRISES 


function in a fiduciary capacity, but they act in this capacity, 
perhaps, for only two or three hours per month. The rest of 
their working time may be taken up in functioning as president, 
as vice-president, or as some other important official of another 
corporate enterprise. This being the case, it might be that, 
when a certain person is functioning as a director of a corpo- 
ration, questions might arise regarding the making of a con- 
tract (or contracts) with another corporation in which he 
(the director) is interested both personally and financially. Is 
there anything wrong with such contracts? The United States 
Steel Corporation, a company that has had a long and credit- 
able history, whose business policies, as far as we are aware, 
are always above question, has in its by-laws a statement cov- 
ering the very point we have here under consideration. The 
by-law reads as follows: 


Inasmuch as the directors of this Company are men of large and 
diversified business interests, and are likely to be connected with other 
corporations with which from time to time this Company must have 
business dealings, no contract or other transaction between this Com- 
pany and any other corporation shall be affected by the fact that direc- 
tors of this Company are interested in, or are directors or officers of, 
such other corporation, if, at the meeting of the Board, or of the Com- 
mittee of this Company, making, authorizing or confirming such con- 
tract or transaction, there shall be present a quorum of directors not 
so interested; and any director individually may be a party to, or may 
be interested in, any contract or transaction of this Company, provided 
that such contract or transaction shall be approved or be ratified by the 
affirmative vote of at least seven directors not so interested. 


This is a very interesting provision, and one which contains 
much for favorable comment. With respect to the general 
question of directors contracting with themselves by perform- 
ing functions of the general order instanced above, it goes al- 
most without saying that the contracts which are made by a 
board of directors should, in all cases, be expected to benefit 
their company financially and otherwise. They always should 
be made in good faith, in which case it may be presumed that 
the contracts would be held valid. The United States Supreme 
Court has thus ruled with respect to contracts negotiated in 
good faith where directors have bound their corporation by 
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contracts made with other corporations in which one or more 
of the directors was financially interested. 

Should Directors Be Paid for Their Services?—As stated 
in the foregoing, it is unusual in this country for directors to 
receive salaries; and it is only among the larger corporations 
that a director is likely to get an honorarium for attending a 
meeting of the board. In the smaller corporations they usually 
serve without any compensation whatsoever. In many instances 
the most they get is a good luncheon and one or two good, 
poor, or indifferent, cigars. 

It is sometimes held that, in a considerable proportion of cor- 
porations, directors do not direct very well. Ordinarily this 
criticism is raised in those cases where the directors are not 
important shareholders. In some of the European countries, 
it is said, there is a custom in vogue whereby the directors are 
given an incentive to do their job particularly well, in that 
they receive a small percentage of the net earnings for the 
year. Under this plan, if the net earnings are large, the direc- 
tors’ compensation may be substantial ; if the earnings are small, 
it is practically negligible; if there are no net earnings what- 
soever, the directors, of course, receive nothing. It is some- 
times wondered whether or not this plan would work well in 
the United States. The principle seems entirely sound and, if 
adopted, it might lead ultimately to the emergence of a new 
calling—that of the professional corporate director. 

May Directors Delegate Their Authority ?—Before we had 
specific statutes covering this question, the common law was 
the guide; this was to the effect that directors may not dele- 
gate their authority. This rule has been superseded in most 
states by statute or by the insertion of an appropriate clause 
in the charter or by-laws with respect to the matter in ques- 
tion. Accordingly, it is customary nowadays for boards of 
directors to delegate their authority, or a part of it at least, to 
one or more persons, although by so doing the board is not 
relieved of its ultimate responsibility in the management of 
the business. In some cases, the board of directors delegates 
its authority to a single person who becomes the managing 
director of the company in question. This official has full 
power to act for the board, except when a meeting of the board 
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is in session, at which time, as might be expected, the board 
itself functions. Among the smaller corporations the manag- 
ing director is rather common. Among the larger corporate 
enterprises, where there is a considerable number of persons 
on the board of directors, it is somewhat usual for the board 
to delegate its authority not to one person, such as a managing 
director, but to distribute it among a number of committees. 
Thus, in certain larger corporations, we have an executive 
committee, a finance committee, and so on. These commit- 
tees are responsible directly to the board of directors and, 
usually, each is composed of those members of the board who 
are experts on the particular problems which are bound to 
come up for consideration. 

Officers of a Corporation.—Everybody knows that each 
corporation has certain officials, such as president, vice-presi- 
dent, and so on, and that in practically every corporation in 
the country appointment to some one of these positions is 
something which every ambitious and far-seeing employee con- 
tinues to keep before him. This serves as an incentive for him 
to put forth his very best effort in behalf of the corporation 
which employs him. The corporation law of a representative 
state of the United States with respect to corporate officials 
reads as follows: 


The directors of every corporation shall choose from among their 
number a president and shall appoint a treasurer, a secretary and such 
other officers as the by-laws shall prescribe. The same person may fill 
the office of president and treasurer or of secretary and treasurer. 


The particular point that should be noted here i is that the board 
of directors appoints the officers. _ 

It is hardly necessary to describe the typical work of each 
of the officers of a representative corporation.’ It seems de- 
sirable, however, to draw attention to the fact, in passing, 
that the officials of a corporation are responsible both to the 
board of directors that appoints them and to the corporation 
that they serve. Just as it is the function of the board of 
directors of a corporate organization to attend to the larger 
matters of business policy for the stockholders who elect it, 
so it is the duty of the officials of a corporation to carry on 
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the day-by-day business affairs of the concern in accordance 
with the broad lines of policy determined by the directors and 
by the stockholders when duly assembled in meeting. It is 
the functioning of the officers of a corporation and the work 
of the employees, as directed by the officials, which continue 
to vivify from day to day that artificial personality with which 
they are connected, namely, the corporation. 

Corporate Books and Their Examination by Stockholders. 
—There are a number of books of accounts and of records 
that any corporation should maintain. The stock book is an 
important one, and it should contain a record showing clearly 
what has become of the stock which originally was issued, and 
its later history. The person who keeps the stock book in 
any corporation should be able to furnish from its records, 
upon short notice, a list of the stockholders of the corporation 
with their proper addresses, together with the amount of the 
_ holdings of each. The stock transfer book of a corporation 
will probably contain the stubs, with appropriate records, of 
the certificates of stock which have been issued. A third 
important corporate book is the minute book, which should 
contain the minutes of all meetings of the board of directors, 
of the committees of the board, and of the stockholders. Of 
course, it is common in some corporations to have separate 
minute books for the three bodies just mentioned. In addi- 
tion to these and perhaps certain other books, the corporation 
should have appropriate books of accounts, although these are 
not necessarily different essentially from the account books 
of other forms of business enterprises. 

It is very difficult, if not impossible in most jurisdictions, 
for a stockholder to obtain access to the books of accounts of 
a corporation. The reason for this is apparent when it is 
remembered that a great many businesses are competitive in 
nature and that it is both desirable and necessary that certain 
matters, particularly those pertaining to finance, be held strictly 
in confidence among those who are managing the business for 
the stockholders. If it were the custom for stockholders to 
have access to the books of accounts of a corporation, all that 
it would be necessary to do, for any person who is connected 
with business A, to find out certain things with respect to 
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its competitors B and C, would be for him to acquire a single 
share of stock in each of the corporations B and C. The unde- 
sirability of this is apparent. Under the laws of many states 
of the United States, the stockholders of corporations chartered 
therein have the right, within certain limitations, to inspect the 
corporate books of the concern in which they are stockholders, 
but not the books of accounts. In fact, many states have spe- 
cific statutes making it imperative for corporations which they 
charter to hold their corporate books (not their financial books ) 
open for the inspection of their stockholders. 

Voting at Stockholders’ Meetings.—We come now to a 
consideration of the methods of voting at stockholders’ meet- 
ings. It is a well-known fact that not all of the stock that is 
issued by corporations carries with it the voting privilege. 
Only those stockholders who are stockholders of record as 
holding voting stock can vote at any regular or special meet- 
ing of the stockholders. Some corporations have issued a 
form of stock which carries with it a limited voting privilege, 
that is to say, its holders may vote only upon certain specific 
questions. It often happens that not many people attend the 
regular or special meetings of stockholders, even in the largest 
corporations. Usually there will be present the secretary of 
the corporation and a few other interested parties, mainly cer- 
tain officials and larger stockholders. They are likely to repre- 
sent the majority interest and are there to see that, by means 
of their own votes and of those represented by the proxies 
which they take along with them, a prearranged plan will be 
put through at the meeting. In some cases an organized 
minority also will be present; if this is the case, the meeting 
will probably be more interesting than one where the outcome 
is well-known beforehand. 

Several methods of voting at stockholders’ meetings in this 
country have been followed. Some of the most important of 
these will be described here, particularly the earlier or common 
law plan, the statutory plan, and the cumulative plan. 

The Common Law Plan of Voting:—This method is easily 
described, and in all probability it was the sole method of vot- 
ing at the meetings of stockholders in this country throughout 
the earlier part of our corporate history, that is, until the states 
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began to prepare statutes which were to govern henceforth the 
method of voting. The common law plan still survives in some 
states, although at the present time it is largely a matter of 
history. According to the common law plan, each stockholder, 
no matter how small or how large the number of shares that 
he owned, was given one vote. This meant that the voting 
was by individuals (or by heads) rather than by shares of stock 
owned. To illustrate the common law plan, let us assume that 
a certain corporation had outstanding 100 shares of stock, and 
that 90 shares were owned by A, nine shares by B, and one 
share by C. At a stockholders’ meeting of this particular 
corporation, B and C together, under the common law plan 
of voting, could outvote A, although from the standpoint of 
the ownership of shares, A was in possession of nine-tenths of 
the total number, as contrasted with one-tenth owned by B and 
C together. In the course of time a new plan of voting was 
adopted which, on the whole, seems better suited to our sys- 
tem of managing business enterprises. This has been given 
the name, by some authorities, of the statutory plan. 

The Statutory Plan of Voting.—According to this method, 
each stockholder is entitled to as many votes as he has shares 
of voting stock; in other words, the vote is not determined 
by counting the ‘number of persons who voted for or against 
any proposition but by counting the number of shares of isiock 
which such individuals represented. This plan of voting may 
be illustrated-by assuming that a corporation has outstanding 
100 shares of voting stock and that A either owns or controls 
through his own vote and that of proxies 51 shares, and that 
B, C, D, E and F together own or control 49 shares. At a 
stockholders’ meeting A can outvote B, C, D, E and F, because 
he controls more than half of the stock. It is apparent that 
under this plan it is quite possible for one or a few men, who 
own or control enough stock, to dominate or determine the 
management of the corporation. 

In accordance with a scheme which is said to have originated 
in England, some states have modified the above-described 
statutory system of voting, and have substituted a plan whereby 
the stockholder is not allowed one vote for each share of stock 
which he owns or controls, but he is permitted to cast one vote 
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per share for each share up to, say, ten or twenty shares, aster 
which he is entitled to only one vote for each group of five or 
ten or twenty shares above the formerly specified number, each 
of which represented a separate vote. In special instances 
in this country a single large stockholder is permitted to cast 
only a specified number of votes (the number being mentioned 
in the statute), regardless of the large number of shares of 
stock that he may own in the corporation in question. 

Cumulative Voting.—This system of voting for directors at 
stockholders’ meetings is designed to restrict the voting power 
of the holders of large blocks of stock in any given corpora- 
tion, and to make it possible for an organized minority, if it 
is large enough, to secure at least one representative on the 
board of directors. Cumulative voting is, after all, a statutory 
plan of voting, although, as presently will be seen, it differs 
greatly from the statutory plan just described. In some of our 
states cumulative voting is compulsory; in others it is permitted 
but it is not absolutely prescribed. In many states where 
cumulative voting is permitted, this privilege must be provided 
for in the certificate of incorporation. That is to say, the: 
cumulative plan of voting may be used in electing directors 
only when those who draw up the certificate of incorporation 
see to it that the proper permissive clause is included. 

The following extract from the corporation laws of the 
State of New Jersey* describes the method of cumulative 
voting: 

The certificate of incorporation, original or amended, of any cor- 
poration now or hereafter organized under the laws of this state and 
thereunder issuing or authorized to issue shares of its capital stock, 
may provide that at all elections of directors, managers or trustees, 
each stockholder shall be entitled to as many votes as shall equal the 
number of his shares of stock multiplied by the number of directors, 
managers or trustees to be elected, and that he may cast all of such 
votes for a single director, manager or trustee or may distribute them 
among the number to be voted for, or any two or more of them as he 


may see fit, which right, when exercised, shall be termed cumulative 
voting. 


It may be seen from the above that under cumulative voting 
the stockholder may, if he so desires, distribute his votes so as 
* Taken from The Corporation Manual, twenty-eighth edition, 1927, p. 800. 
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virtually to vote by the statutory plan described above. It 
seems desirable to emphasize at this time that in cumulative 
voting each stockholder has as many votes at his disposal as 
equals the number of his voting shares multiplied by the num- 
ber of directors to be elected. Thus, if A has 100 voting 
shares and if there are nine directors to be elected, he has 
goo votes which may be distributed practically at the pleasure 
of the voter, er which may be concentrated or cumulated if 
so desired, upon any one director. 

Under the older or statutory plan of voting for directors, 
a plan which still prevails in all probability in the vast ma- 
jority of stockholders’ meetings where directors are being 
elected, a stockholder who has five shares of stock, let us say, 
at a time when six directors are being elected, normally would 
give five votes to each of the six directors of his choice. 
Expressed in a more general way, the stockholder would give 
to each one of the candidates of his choice, up to the total 
number of directors to be elected, as many votes as he had 
voting shares of stock. Under this plan, the ownership or 
control of even a majority of one of the voting shares was 
sufficient to elect the board and to dominate its policy. The 
minority, no matter how well it was organized, would be 
powerless to secure representation on the board of directors. 

As stated above, the fundamental purpose of cumulative 
voting is to correct this very evil. The way in which it works 
may be shown by resorting to an illustration. Let us assume 
that a certain corporation has 10,000 voting shares, and that 
5,550 of these shares are in the control of an organized ma- 
jority, and that 4,450 of the shares are under the control 
of an organized minority. Let us assume also that five direc- 
tors are to be elected at a certain meeting of the board. Under 
the cumulative system of voting the majority will have 5,550 
votes X 5 = 27,750 votes; and the minority will have at its 
disposal 4,450 X 5 == 22,250 votes. Let us assume that the 
majority interest, recognizing the strength of the minority, 
concentrates in its voting upon three candidates. Then, each 
candidate will receive 27,750 votes + 3 = 9,250 votes. Let 
us assume also that the minority concentrates upon two candi- 
dates. In this event each will receive 22,250 votes + 2 =TII,- 
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125 votes. Under the combined suppositions that have been 
made, the new directors elected will consist of three majority 
and two minority candidates. If, in the above instance, the 
majority interests had concentrated upon four candidates rather 
than three, there would have been given to each of these four 
candidates 27,750 votes + 4 == 6,937 votes. If, at the same 
time, the minority had concentrated upon three candidates 
rather than two, it could have given to each of the three candi- 
dates 22,250 — 37,416 votes. On the assumption that the 
whole board of directors was to consist of the five members 
now being elected, it is clear that the minority interest, under 
the situation that we have just instanced, would elect its three 
candidates and would thus come into control of the board. It 
is apparent, therefore, that under the plan of cumulative voting, 
unless the majority interest exercises the necessary care in 
casting its votes, it may lose control of the board, particularly 
if, at the same time, the minority interest is alert in bending 
its best efforts toward electing its own candidates. 

Before leaving this topic, it may be well to give a formula,* 
which has been worked out and given wide publicity, through 
whose use there can be determined in advance the minimum 
number of shares that an interest must hold or control under 
a system of cumulative voting in order that it may elect a de- 
sired number of directors. The formula may be stated as fol- 


lows: Z = an + 1. In the above, Z represents the number 


of shares it is necessary to hold to elect f out of e directors; 
d represents the number of shares of stock outstanding which 
have the voting privilege; f represents the number of directors 
which any particular interest wishes to elect, whereas e repre- 
sents the total number of directors to be elected. 

Voting Trusts.—It seems appropriate to include in this 
chapter, given over to an account of the internal management of 
business corporations, a brief discussion of a plan of internal 
management whereby, for certain reasons, some of which 


* Although the formula for cumulative voting that is here used has been 
given wide publicity, the reader is referred, for the earliest reference that 
we have seen to any such formula, to an article in the Journal of Account- 


ancy, January, 1910, by Professor C. W. Gerstenberg, entitled “Mathematics 
of Cumulative Voting.” 
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soon will be mentioned, the voting control of the stock of a 
corporation is placed temporarily in the hands of one or more 
designated persons who act, for the time being, as voting 
trustee or voting trustees, as the case may be. Such an ar- 
rangement is known as a voting trust. In general, it may be 
said that under this plan the stockholders of a given corpora- 
tion, particularly a majority interest, could establish a voting 
trust agreement by transferring their stock, primarily for vot- 
ing purposes at stockholders’ meetings, to what has been called 
a voting trustee or group of trustees. The law of the State of 
New York? with respect to voting trustees will now be quoted 
in order to illustrate the way in which a voting trust agree- 
ment may be established : 


A stockholder, by agreement in writing, may transfer his stock to a 
voting trustee or trustees for the purpose of conferring the right to 
vote thereon for a period not exceeding ten years upon the terms and 
conditions therein stated. Every other stockholder may transfer his 
stock to the same trustee or trustees and thereupon shall be a party 
to such agreement. The certificates of stock so transferred shall be 
surrefidered and canceled and new certificates therefor issued to such 
trustee or trustees in which it shall appear that they are issued pur- 
suant to such agreement, and in the entry of such ownership in the 
proper books of such corporation that fact shall also be noted, and 
thereupon such trustee or trustees may vote upon the stock so trans- 
ferred during the term of such agreement. A duplicate of every such 
agreement shall be filed in the office of the corporation and at all times 
during business hours shall be open to inspection by any stockholder 
or his attorney. This section shall not apply to a banking corporation. 


Such is the authority in the State of New York for the estab- 
lishment of a voting trust. In most states the laws with 
respect to business corporations do not specifically authorize 
the creation of a voting trust. In some cases, however, where 
they have been established within such jurisdictions, the rulings 
of the courts would seem to recognize the expediency of their 
establishment under certain conditions. 

The essence of the voting trust arrangement is that it en- 
ables certain rights which accrue to the ownership of stock to 
be separated from the other rights pertaining thereto, and it 
provides the machinery for transferring certain of the stock- 

1 See The Corporation Manual, twenty-eighth edition, 1927, p. 872. 
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holders’ rights, particularly those relating to voting and con- 
trol, to a certain person or persons, pledged to manage the 
affairs of the enterprise for a limited period in accordance with 
a predetermined plan. The owners of the stock who thus 
transfer their stock to trustees, according to the general plan 
outlined above, receive, in exchang® for their stock, certificates 
that are known as voting trust certificates. The latter preserve 
to the actual owners of the shares all rights accruing to stock 
ownership excepting those of voting and control. If dividends 
are paid during the time that the voting trust is in operation, 
they are turned over at once by the trustees to the holders of 
the voting trust certificates. It goes almost without saying 
that, for a voting trust to be effective, there must be trans- 
ferred to the trustees a sufficiently large number of voting 
shares for the trustees to come into actual control of the affairs 
of the corporation in question. As long as the voting trust 
agreement is in operation, the trustees take the place of a board 
of directors in determining the policy of the business enterprise. 

There may be any one or more of several motives which 
prompt the formation of a voting trust, of which some two 
or three are featured by authorities on corporate management. 
In the first place, such an arrangement may be prompted by a 
court order, which makes it imperative for the stockholders 
of the corporation in question to proceed toward the forma- 
tion of a voting trust. Probably this is the most unusual 
motive of all. 

Another situation that may make the voting trust a desir- 
able arrangement to be resorted to arises when it is thought 
highly expedient on the part of a particular interest that is in 
control of the affairs of a corporation to have this control 
unfailingly projected for a certain time into the future. This 
would do away with the possibility and the worry of the loss 
of such control at least for a limited period of years. It might 
very well be that the interests that are in control of the affairs 
of the corporation might not possess a sufficiently large num- 
ber of the voting shares to make it absolutely certain, without 
resorting to the voting trust, that they would be able to 
maintain control for the next few years without buying up 
more stock. They hope that if a voting trust agreement is 
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established, a sufficiently large number of shares not under 
their personal control will voluntarily be brought into the ar- 
rangement to insure full control on the part of the voting 
trustees. : 

Another reason why voting trusts are formed is that they 
often are found handy in connection with the rearrangement 
of the affairs of a bankrupt concern. It is a well-known fact 
that bankrupt enterprises, if they are to be reorganized and 
put on their feet again, have to be supplied at times with con- 
siderable outside money. Those who furnish this money are 
naturally interested in the management of the affairs of the 
corporation and, in all probability, agree to advance the neces- 
sary cash only on condition that they be given control of the 
concern, at least for the next few years. Of course, those who 
own the voting stock normally are the managers of the enter- 
prise, even though their equity in the company’s assets may 
have been reduced practically to nothing. In order to protect 
the interests of alf the parties concerned, particularly those 
who have advanced money to the embarrassed business enter- 
prise, the voting trust often has been used to great advan- 
tage. Representatives of the banking house or houses that 
have come to the rescue of the embarrassed corporation might 
constitute the voting trustees, or at any rate the trustees could 
be named by them. 

It sometimes happens, also, that when the interest on mort- 
gage bonds is defaulted, the holders of such bonds, instead of 
resorting to foreclosure, might be satisfied if the management 
of the enterprise could be turned over to a board of trustees, 
through the establishment of a voting trust, which trustees 
would be named by the bondholders. On the assumption that 
the new management of the embarrassed corporation succeeds 
in making the business pay, it is only a question of time before 
the voting trust would be dissolved and the management of 
the affairs of the corporation turned over again to the stock- 
holders through their board of directors. 

The statute of the State of New York quoted above per- 
taining to voting trusts indicates that the maximum period for 
which voting trusts may continue to exist is ten years. Form- 
erly the New York statute limited their duration to five years. 
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Probably it is fair to say that the most common duration in 
New York and elsewhere is nearer five years than ten. 

The Holding Company an Internal Management Device. 
—In an earlier chapter (VII) the holding company was dis- 
cussed mainly from the standpoint of its being a form of 
business organization. From a slightly different angle, it is 
also a method whereby its directors come into continuous con- 
trol of the affairs of one or more other corporations. The 
holding company, from the standpoint of the internal direction 
of the affairs of the subsidiary corporation or corporations, 
resembles somewhat the voting trust arrangement that we have 
just considered. There is one fundamental point of difference, 
however, in that a voting trust is merely a temporary arrange- 
ment, whereas the holding company, assuming that it is not 
in restraint of trade or illegal for any other reason, may have 
an indefinite existence. 

Inasmuch as the holding company was discussed at length 
in another part of this volume, it is hardly necessary to say 
much more about it here. The holding company is permitted 
in some jurisdictions; in others, it is not. When permitted, it 
may acquire and hold the stock of other corporations or of a 
group. of corporations, provided that by so doing it is not 
coming into conflict with state or federal anti-trust laws. As 
holder of the stock, the holding company is entitled to the 
voting privilege, if any, attached thereto; likewise to the divi- 
dends declared to stockholders. It is, of course, through the 
voting power that a holding company is enabled continuously 
to direct the policies of its subsidiary corporations, provided, 
of course, that it either owns all of the voting stock in such 
companies or enough of it to control their respective direc- 
torates. 

An Unusual Instance of Internal Corporate Management. — 
—There are several specific instances that have come to our 
attention of rather unusual methods of internal management 
on the part of certain American corporations. We will close 
this chapter by giving brief reference to one of these cases, 
namely, that of the Dennison Manufacturing Company. 

In 1911, the Dennison Manufacturing Company was rein- 
corporated in the form of an “industrial partnership.” At 
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that time this company had outstanding only one kind of 
stock ; it properly might be considered as common stock. This 
was converted in 1911 into a first preferred stock which came 
to bear 8-per-cent cumulative dividends. This rate was sup- 
posed to represent an equitable return upon the capital then 
invested in the company. It was further arranged that, if 
there were surplus profits in any year in excess of this divi- 
dend, they would be invested in the business and capitalized by 
the issuance of common industrial partnership stock. This was 
to be distributed, on the basis of salary received the previous 
year, among those principal employees who had contributed 
the most toward making the earnings large, such as sales man- 
agers, department heads, foremen, and so on. This new 
type of stock was non-transferable and non-assignable. Should 
an employee leave the company, he would be required to turn 
over his industrial partnership: stock to the Dennison Manu- 
facturing Company in exchange for a third type of stock which 
the company was authorized to issue, namely, 7-per-cent cumu- 
lative second preferred stock which did not carry the voting 
privilege but which could be transferred. 

Now the interesting thing to note about the industrial part- 
nership stock issued to the principal employees is that it carries 
sole, provisional, or contingent, voting power. It was arranged 
that the management of the company would be turned over to 
the principal employees rather than left in the hands of a board 
of directors representative of the interests of the old stock- 
holders. Such exclusive right to management on the part of 
the principal employees, as we already have foreshadowed, was 
made contingent upon their ability to make the company earn, 
as a minimum, the 8-per-cent dividend upon the first preferred 
stock. All profits in excess of that necessary for dividends on 
the preferred stocks go to the holders of the industrial part- 
nership stock. 

It should be noted, perhaps, that, although some industrial 
partnership stock was first issued by the Dennison Manufac- 
turing Company in 1913, it was not until $1,000,000 par value 
of such stock had been issued that the management privilege 
was turned over entirely to the holders of the industrial stock ; 
this was in 1917, or thereabouts. Until then, the holders of 
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the industrial management stock voted along with the holders 
of the first preferred. The contract under which the manage- 
ment stock is issued provides that its holders, after assuming 
the sole management rights (this was in 1917), should con- 
tinue to exercise them exclusively until such time as they fail 
to earn the necessary dividends on the first preferred stock. 
In the event that only one-half of the regular dividend is paid 
in one year to the first preferred stockholders or only three- 
quarters for two years, its holders regain their voting power 
until “affairs are again normal.” 

According to reports, the industrial partnership stock plan 
of the Dennison Manufacturing Company has been a marked 
success. During the first ten years of its issue the reported 
average cash dividend rate on the outstanding industrial part- 
nership stock was about 9 per cent. 


Chapter XII 
CAPITALIZATION AND THE FINANCIAL STRUCTURE 


What Is Capitalization?—It seems advisable at this point 
to give a brief discussion of capitalization and of certain theo- 
ries (or bases) of capitalization that are a matter of common 
knowledge, nowadays, among well-informed students within 
the general field of corporate or business finance. By way of 
introduction, it may be pardonable for us to remind the reader 
at the outset of the technical distinction between a stock and 
a bond—a distinction which, of course, is well known by most 
intelligent persons. The former is evidence of ownership in 
the enterprise, whereas the latter is evidence that capital has 
been loaned to the undertaking. In other words, the stock- 
holders are the owners or proprietors, and the bondholders are 
creditors. As types of securities (both stocks and bonds) have 
been multiplied, in response largely to the desirability of being 
able to offer a form of security to meet the most exacting 
requirements of every possible class of buyer from the most 
speculative to the ultra-conservative group, the former clear- 
cut distinction between stocks and bonds is not always so ap- 
parent nowadays. Nevertheless, the fundamental distinction 
just pointed out should always be kept clearly in mind. The 
capital contributed by both groups of security buyers (stock- 
holders and bondholders) has been used mainly in the estab- 
lishment of a business, let us assume, and its total property 
may be termed the gross capital of the organization; whereas 
that which was contributed by the owners themselves, that is, 
by the proprietors, by way of distinction, may be denominated 
their net capital. Capitalization is by no means easy to define 
in a thoroughly satisfactory manner, but it will not be a mate- 
rial departure from common usage to describe the term as the 
sum total of the valuation of both the issued capital stock and 
bonds as well. In other words, it is the value of all the 
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securities issued by the corporation, whether these be stock of 
various sorts, or bonds. The reader will observe that this idea 
of capitalization is not applicable if the shares of stock are of 
the no-par-value type. Consequently, if some of the securities 
of any particular corporation are of this general character, the 
statement as to the meaning of capitalization in such a case 
might be modified to comprehend the total par value of all the 
stocks and bonds combined which are of the par-value type, 
increased by whatever sum has been brought into the treasury 
of the corporation by the sale of shares of no-par value. 

A Popular Conception of Capitalization.—Probably it is 
fair to say that, in popular parlance, capitalization is understood 
to refer both to the total amount of the securities that a cor- 
poration has issued and to the different classes of such securi- 
ties. Thus, if one should ask another who, supposedly, is 
fairly well-informed on matters of private finance, what is the 
capitalization of a certain new company called X, the reply 
might be to the effect that it has a capitalization of $500,000, 
including $250,000 of common stock, $250,000 of preferred | 
stock, eh with a par value of $100. Such a statement might 
very well be correct. 

Capitalization Problems Important -—Before the days of 
no-par-value stock, that is, previous to 1912, all business 
corporations had to have a specific capitalization. In other 
words, all corporations were capitalized at some definite 
amount. Today, of course, the situation with respect to cer- 
tain corporations having no-par-value stock is somewhat dif- 
ferent. Nevertheless, if a new concern is starting with only 
one type of security, namely, no-par stock, some one has to 
decide how many shares will be issued, and at what price the 
shares will be offered for sale. Inasmuch as practically all 
business corporations chartered before 1912 had stock with a 
definite par value and were, therefore, at their inception con- 
fronted with the problems of capitalization, and inasmuch as a 
large proportion of the corporations that still are formed have 
stock with a definite par value, capitalization has been and 
continues to be an outstanding corporate question. We shall 
proceed to discuss capitalization, therefore, just as though all 
corporations were confronted with all of its various aspects. 
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A series of problems which concern all incorporators (ex- 
cepting, of course, those formulating their financial plans with 
only no-par-value stock) center around such questions as how 
many shares shall be issued? Shall they all be of one kind, 
or shall two or three types be offered? What shall be their 
par value? Shall bonds as well as stock be issued? If so, 
what shall be the proportion of bonds to stock, and so on. 
These are pertinent capitalization problems whose solutions 
determine the financial plan of the proposed enterprise. Some 
of these questions will be considered in this chapter. 

When There Were No Capitalization Problems.—In the 
earlier corporate history of this country, capitalization prob- 
lems were relatively simple, and they therefore were easily 
solved. All business units then were small, and the amount of 
capital with which any particular prospective enterprise would 
be launched was determined by the amount which the incorpo- 
rators themselves could advance in the aggregate, or which 
they personally thotght it wise to put into the venture. In 
other words, those who were starting the concern financed it, 
and all of the shares of the company were distributed among 
the organizers in proportion to their respective contributions. 
If $30,000 was the amount of money put into the venture, the 
concern would be capitalized at that figure, and that was all 
there was about it. Nowadays, however, with the growth of 
larger business units and with the advent of new ways of 
financing them, the capital for establishing a corporate enter- 
prise is likely to be raised, in large part, as a result of making 
an appeal to the public for funds. Accordingly, capitalization 
problems, under the new order of things, have come into 
prominence. 

Statutes Relating to Capitalization.—Practically every 
state has statutes concerning capitalization; and, as a matter 
of fact, until incorporation with no-par-value stock was legal- 
ized, business corporations virtually were required to have 
capital stock whose amount and par value both had to be 
specified. Nevertheless, incorporators have had much latitude 
allowed them in determining the amount of the capitalization 
of their particular enterprise, and this has been decided by them, 
usually, in the light of a great many attendant circumstances. 
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More definitely, it may be stated that our laws governing busi- 
ness corporations have had very little to say regarding the 
amount at which concerns are to be capitalized. In some of 
the states, there are statutes which name a minimum figure; 
in others, there are neither maximum nor minimum statutory 
limitations to the amount of capital stock. For examples, 
New York places no limitations; Delaware requires that the 
amount of the authorized capital stock of a corporation shall 
not be less than $2,000, and that it cannot commence business 
with less than $1,000. New Jersey’s requirement is practically 
the same as that of Delaware, whereas Illinois follows the 
same general laissez-faire plan regarding the requirement in 
question as that mentioned for New York. Massachusetts 
prescribes that the amount of the capital stock shall not be less 
than $1,000. Viewing the matter from the historical stand- 
point, it has seldom been the case that any of our states have 
undertaken to legislate regarding a maximum limit for capi- 
talizing a corporation. 

It would seem that the statutes pertaining to the matter of 
securing capital for corporate ventures are based, in general, 
upon the idea that when a corporation is launched, its assets 
should equal the par value of all the stock that has been issued. 
Anyone who is at all familiar with the organization of cor- 
porations knows that this particular aspect of the law is, in 
most jurisdictions, easily evaded. This means that at times 
there is a considerable difference between the par value of the 
stock which has been issued and the true value of the corpora- 
tion’s assets at the time the corporation commences to function. 
One of the outstanding reasons why this is the case is that 
the laws of many states permit the issuance of the capital stock 
not only for cash but for services and for property. It is 
because of the excessive valuation of services rendered and of 
property coming into the possession of the corporation that too 
much stock frequently is issued by the corporation as compared 
with the actual value of its assets. Of course, it goes almost 
without saying that even though the capitalization and the 
assets were of equal value at the time the corporation was 
started, there might be a wide difference between their respec- 
tive values a year or more later. If the concern has been a 
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marked success for a year or so, the assets then would prob- 
ably exceed the capitalization; if, on the other hand, the ven- 
ture has been unsuccessful, the capitalization, in all probability, 
would be greater than the value of the assets. 

Proper-, Under-, and Over-Capitalization.—These three 
terms are relative and, therefore, can be defined or described 
only in a general way. Those who have thought it worth 
while to consider them at all are generally well agreed that 
a concern is capitalized properly, as to its amount, when its 
securities sell in the market, in the long run, not far from 
their par value. Again, an enterprise might be considered to 
be under-capitalized if its securities sold, over a considerable 
period of time, well above par; whereas an organization might 
be adjudged as over-capitalized if its securities continued to 
sell, for a fairly long period of time, considerably under par. 
This is about as far as one can go in undertaking to point out 
the meaning of the terms here under discussion. 

There is evidence to substantiate the view that over-capitali- 
zation has been, and still continues to be, common in the United 
States. Over-capitalization came into considerable prominence 
for the first time in this country during the period of indus- 
trial expansion and consolidation which marked most of the 
last two decades of the nineteenth, and the very beginning of 
the twentieth, centuries. It is highly probable that the later 
consolidation movement which started in the second decade 
of the twentieth century also has been marked by over-capitali- 
zation. The fact that over-capitalization still exists in abun- 
dance is witnessed by the large number of securities traded in 
on the exchanges of the country which are bought and sold at 
prices considerably below their par value. It is admitted rather 
widely that the common practice of over-capitalization has 
arisen in large degree from the fact that securities, as a rule, 
have been issued which bear a definite par value. Often the 
point has been made that, if the modern tendency to issue 
shares without par value continues to be practiced with greater 
and greater frequency until the time comes when shares with 
par value are relatively uncommon, over-capitalization prob- 
lems will tend to disappear. 
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Theoretical Bases of Capitalization: Physical Valuation.— 
We come now to a theoretical consideration of the bases or 
guides for the capitalization of corporate enterprises. The 
basis, in any particular instance, should be determined in the 
light of many factors, including the character of the business 
enterprise in question, and the various local circumstances per- 
taining thereto. Another important factor is whether the enter- 
prise is just about to be established or is one that already has 
been in operation for some time. 

In some cases the capitalization of business enterprises of 
certain sorts may be based upon the physical valuation of the 
property of the various companies in question. This is per- 
haps the best way of determining the proper capitalization for 
public service enterprises. In evaluating such property for 
capitalization purposes, both tangible and intangible assets 
should be appraised and, in the interests of greater accuracy, 
they probably should be appraised separately. Such derived 
figures for the tangible and intangible properties are the ones 
which a competent public service commission would probably 
utilize to establish the rates to be charged by the public serv- 
ice corporations. More definitely, any such public enterprise 
should be allowed to earn what an impartial body would con- 
sider to be a reasonable rate of return upon the physical valua- 
tion of its property. This statement of the case is not submitted 
as being necessarily final and conclusive to the exclusion of 
other alternative methods for determining a fair basis of 
capitalization ; but it is, at least, one possible method of arriv- 
ing at the solution of a very difficult problem. 

Various other theoretical bases of capitalization for business 
enterprises have been brought forward from time to time, each 
of which under certain assumed conditions has more or less 
merit. We shall now briefly consider some of these in order. 

Investment or Cost of Production Basis of Capitalization.— 
Historically, this plan of placing a value upon property and 
of hitting upon a proper basis of capitalization has been used 
considerably. There are those who stoutly claim that a busi- 
ness enterprise should be evaluated on the basis of the cost 
of production. In other words, they claim that a business 
enterprise is worth at any time the amount of money that was 
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put into it when it was started, plus such additions in the 
form of investment in the plant as actually have been made. 
This plan possesses real merit for capitalizing many small en- 
terprises when they are launched; as a matter of fact, it was 
almost the only plan followed when all business units were 
still small. A moment’s reflection, however, will soon convince 
any thinking individual that this plan of determining a proper 
capitalization for a business enterprise some time after it was 
started is likely to be faulty. The writer has in mind a par- 
ticular sheep ranch that was bought and stocked with sheep 
at a considerable expenditure of money. Within a few months, 
all the sheep had died and the enterprise later was abandoned. 
To assert that the value of this particular business enterprise 
even when it was launched, or shortly afterward, or just as it 
was about to be abandoned, was the amount of money that orig- 
inally was invested in it, would be absurd. Another case will 
be mentioned to show how invalid may be the investment basis 
for determining the proper capitalization of property. A 
few years ago, a far-seeing gentleman bought a three-hundred- 
acre farm, within striking distance of a large and wealthy city, 
for $50.00 per acre. It was not long before the general region 
where this farm was located began to attract the attention of 
suburban real estate men. The owner of the farm repeatedly 
has been offered $1,000.00 an acre for the land which cost 
him but $50.00 per acre. To say that this farm continues 
to be worth what the owner invested in it is absurd. Cost of 
production or the investment basis for capitalizing business 
enterprises may perhaps be all very well to adopt at the exact 
time when the enterprise is started; but, at any time later, it is 
likely to be faulty and inadequate. 

Cost of Reproduction as a Basis of Capitalization.—There 
are those who hold that the proper method of evaluating a 
corporate enterprise for purposes of capitalization is to find 
out what it would cost to duplicate its property at the present 
time, and then to establish its capital value from this figure. 
This plan has attracted the attention of many, and it has con- 
siderable merit. It falls down, however, in the evaluation of 
properties which have both tangible and intangible values. The 
cost of reproducing the caneible property of an enterprise 
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might be a good plan for undertaking to determine the physi- 
cal value of that property at the present time. But if such a 
property has intangible assets as well as tangible assets, the 
cost-of-reproduction basis of capitalization cannot be used in 
evaluating the intangible assets. Two grocery stores situated 
on opposite sides of a business street might have exactly the 
same physical assets. One of these stores might possess the 
good will of the surrounding community, whereas, for some 
reason, the other might possess the ill will of the community. 
To say that these two business enterprises were of the same 
value because their physical assets were duplicates of each 
other, would be absurd. . One possesses good patronage; the 
other has practically no customers. It requires no argument 
whatsoever to convince any thinking individual that the grocery 
business which possesses the good will of the community and 
which therefore is turning over its stock continually is worth 
many times the other enterprise. ‘To undertake, therefore, to 
establish the value of properties on the basis of cost of repro- 
duction would mean the adoption of a procedure which is faulty 
when it comes to the evaluation of intangible property. 

Cost of Replacement as a Basis of Capitalization Even 
this plan is not without its merits; but, like almost any other 
plan that is proposed as a basis for capitalization, it falls down 
in certain particulars. Cost of replacement differs from cost 
of reproduction. Reproduction here is understood to mean 
the exact duplication of a property, whereas replacement refers 
not to the duplication of the physical property but to the dupli- 
cation of the amount of service which the old property was 
capable of rendering. It is one thing to prepare a plant to 
render a certain service; it is another thing to be absolutely 
assured that the potential service will be called for. The evalu- 
ation of a business organization on the basis of ability to 
render service is, on the face of it, a faulty system of evalua- 
tion; for, as presently will be shown, a business enterprise is 
worth what it actually will earn, not what it is capable of 
earning. 

Earning Power as a Basis of Capitalization.—Most students 
of capitalization agree that, on the whole, the most satisfactory 
basis for evaluating or capitalizing many types of business 
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enterprises is the earning-power basis. It perhaps should be 
pointed out that, in the case of close corporations where the 
shares are closely held and not traded in on the exchanges, earn- 
ing power as a basis for evaluation is not so important. If, 
however, a company’s shares are listed on the exchanges of the 
country and are being actively traded in, the earning power, 
as a basis for capitalizing such enterprises, possesses consider- 
able practical merit. For example, it has been pointed out by 
keen observers of stock market conditions that stocks which 
change hands at a price very close to their par value, the 
deviations from this being below rather than above, usually 
are priced higher, considering their actual yield to their holders, 
than is that class of stock which changes hands at a price con- 
siderably above par. 

It seems advisable at this point to give a practical illustra- 
tion of what is meant by earning power as a basis of capitaliza- 
tion. Let us assume that a new business enterprise in a 
well-known field of*endeavor is about to be started; and that 
expert accountants, economists, lawyers, and others, have stud- 
ied all the various aspects of the establishment of this particu- 
lar business, with special emphasis upon the average profits 
that similar businesses have earned in the past. Of course, a 
forecast of the future also will be made and, as a result of all 
the study that was carried on, a decision will be reached regard- 
ing the probable earning capacity of the prospective business 
in question during the first few years. Let us assume that it 
is believed by the best expert opinion that the enterprise is 
capable of earning $50,000 per year in net profits. What is 
the value of such a business, or what should be its capitaliza- 
tion? On the assumption that 10 per cent is the proper rate 
for capitalizing the profits, it is apparent that the capital value 
of the business would be approximately $500,000, because by 
capitalizing the earnings at 10 per cent we get $500,000. The 
same idea may be expressed somewhat differently by saying 
that, assuming a rate of interest of 10 per cent, $500,000 
would earn the sum of $50,000 in a year. 

Choosing the Rate of Capitalization.—Capitalizing a new 
enterprise on the basis of its earning power is a very difficult 
matter. The difficulty is twofold, because it assumes that 
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future earnings may be estimated with considerable accuracy, 
and that the proper rate per cent for capitalizing the earnings 
can be determined. Both of these, however, are exceedingly 
hard tasks. The difficulty in forecasting the earnings can 
scarcely be exaggerated. Such a forecast is easier under cer- 
tain circumstances than under other sets of conditions; never- 
theless, the most farsighted experts are in general agreement 
that, no matter how comprehensive the investigation that has 
been made, the determination of future earnings is, at best, 
largely an expert guess. 

Assuming, however, for the sake of argument, that the 
future earnings of the new enterprise have been accurately 
determined, at what rate per cent shall these be capitalized to 
get a proper figure for the capitalization of the prospective 
corporation? Right here is where the keenest judgment on 
the part of the promoters or the incorporators, or both, is 
indispensable. If it is found that the earnings of the new 
concern are to be $100,000 annually, its capitalization would 
be $2,000,000, if 5 per cent is used as the basis for the capi- 
talization of the earning power; whereas, if a rate of 10 per 
cent is used, the capitalization of the concern would be only 
half the amount just mentioned, or $1,000,000. That the rate 
per cent used in capitalizing the earning power has a command- 
ing effect upon the capitalization of the enterprise, is perfectly 
apparent. 

In determining the rate for capitalizing earning power, two 
outstanding factors must always be taken into consideration. 
The first is what might be called the pure, or riskless, rate of 
interest ; the second is the percentage of risk surrounding the 
particular enterprise in question. Thus, if it is found that the 
riskless rate of interest at the particular time is 4% per cent, 
and that the proper loading of this riskless rate on account of 
the risk involved to the investor in the enterprise is 214 per 
cent, it can readily be seen that the rate of capitalization should 
be 7 per cent. It should ever be kept in mind that both of 
the factors here involved are subject to change from time to 
time; in other words, neither the riskless rate of interest nor 
the risk surrounding any particular enterprise necessarily re- 
mains the same from year to year. In the particular line of 


CAPITALIZATION AND THE FINANCIAL STRUCTURE 159 


business enterprise in which our prospective corporation is 
about to enter, the risk at the present time may be considered 
almost negligible, whereas in a few years conditions in the 
business world may have so changed that the risk in that par- 
ticular line of enterprise is then considered very great. Of 
course, it goes almost without saying that the greater the risk 
involved in a business venture, the larger the rate of return 
that the investor may be expected to get on his capital. In a 
highly venturesome enterprise, a high rate of interest is, of 
course, used in capitalizing the estimated earning power, so 
that the capitalization is kept down to a relatively low figure; 
but in an enterprise where the risk is small, the rate of interest 
for capitalization purposes is low and the capitalization amounts 
to a relatively large sum. There are those who think that the 
pure, or riskless, rate of interest is not subject to variation 
from time to time. The fact is, however, that it may be 
4% per cent this year, whereas the next year it might possibly 
be the same, or greater, or less. The best guide, it would 
seem, for corporate organizers of the present day in determin- 
ing upon the rate per cent at which their prospective enterprises 
are to be capitalized, is the rate of earnings of concerns already 
engaged in identical or similar enterprises. Even after such 
study is made, it is only the expert who stands any material 
chance of hitting upon the proper rate per cent for capitaliza- 
tion purposes. 

Our discussion in the foregoing has been based on the as- 
sumption that the enterprise whose capitalization is to be 
determined on the basis of its earning power is a new venture. 
As everyone knows, business enterprises may need to be re- 
capitalized from time to time; or, as some might choose to 
put it, the original capitalization may need to be readjusted for 
one purpose or another. When this is being attempted, the 
same fundamental factors have to be studied as were found to 
be necessary in capitalizing a new concern. Nevertheless, on 
the assumption that such readjustment of the capitalization 
has to be made for the first time after the company has been 
in operation for, say, five years, there will be available to those 
who are making the readjustment one additional guiding factor 
which was entirely absent when the company originally was 
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formed, namely, the experience of the company as an income 
earner during the past five years. If it has been found that 
the original estimated earnings were too great and that the 
prospect for the future seems about the same as for the past, 
a new and better estimate of future earning power can now 
be made than was made originally. Also, if it has been found 
that the rate per cent that was used in capitalizing earnings 
was erroneous, it can be changed for a more accurate rate to 
be used now in determining a more correct capitalization figure. 
Inasmuch, however, as business in most lines is subject to 
fluctuations from time to time, it goes almost without saying 
that a capitalization figure which is determined on the basis of 
earning power and which is absolutely correct for today may 
be entirely erroneous a few years hence. 

How Over-capitalization Comes About.—The general na- 
ture of over-capitalization already has been set forth above and 
needs but little further comment at this point. It may be well, 
however, to mention some of the ways in which over-capitaliza- 
tion is brought about. In some cases, it would clearly seem 
to be a matter of deception or fraud. In other cases, it un- 
questionably was brought about because of over-enthusiasm 
on the part of the promoters and others interested in bringing 
into existence the enterprises in question, with the accompany- 
ing result that future earnings were placed at entirely too high 
a figure. Then again, as is well known by most students of 
business finance, some concerns find themselves over-capital- 
ized because the cost of distributing the stock was too great. 
We refer here not to underwriting expenses, but to commis- 
sions paid to sellers of stock which was not underwritten. 
There are other important causes of over-capitalization which 
have been stressed by some writers. Some of these are: the 
destruction by the elements or the loss by theft or otherwise 
of some of the company’s tangible property ; the running down 
of the plant because of a faulty maintenance program; and bad 
management on the part of officers and directors. This list is 
by no means complete, as any keen student of the point in 
question will realize. 

The Bearing of Management on Capitalization.— Before 
closing our discussion of capitalization, we desire to emphasize 
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the fact that the success or failure of a business enterprise is to 
a very large degree a matter of management. Even though a 
concern is properly capitalized and has a.most satisfactory 
financial plan, it cannot be made a success unless it has good 
management. In other words, the earning power, regarding 
which so much has been said in the foregoing, is by no means 
exclusively a matter of the actual set-up or structure of the cor- 
poration; it is to a considerable extent a matter also of man- 
agement. Further, it may be said that there are numerous 
examples of corporations whose capitalization and financial 
plan have been faulty, but which have been marked successes 
from the standpoint of earning dividends for stockholders be- 
cause of the fact that they were fortunate in having an ex- 
tremely high-grade management. Also, other concerns whose 
capitalization and financial structure were above criticism have 
failed to earn dividends because of the adoption of faulty 
business policies. The importance of management in the suc- 
cess or failure of business enterprises can, therefore, scarcely 
be exaggerated. 

Financial Structure—Assuming that the financial details of 
a proposed corporation are in the process of being arranged, 
and that the basis of capitalization has just been settled, an 
important allied detail must at once squarely be faced. We 
refer to the financial structure or the financial plan of the 
corporation. More definitely, there must be considered such 
matters as whether stock alone, or both stocks and bonds, shall 
be issued. If the decision is in favor of both stocks and bonds, 
there must be determined the relative proportion of bonds to 
stocks. Building the financial structure of a company is no 
small task; it calls for a wide knowledge both of the funda- 
mental principles of finance and of the general contemporary 
business situation. A properly built financial structure for a 
given type of corporation should result in bringing about with 
respect to the corporation in question a satisfactory allocation 
of three important factors, namely, risk, income, and control. 

Factors Determining the Kinds, and Relative Proportion, 
of Securities Issued.—There are several important factors in- 
fluencing the type or types of securities to be issued at the 
inception of a corporation and, in case more than one type is 
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issued, the relative proportion of each. Foremost among these 
factors is the forecast of the future earnings of the proposed 
company. If the nature of the enterprise is such that uncer- 
tainty and irregularity rather than stability of earnings is to 
be expected, it would be extremely hazardous or even foolhardy 
to include an issue of bonds in the financial structure. The 
reason for this is apparent. Everyone knows that if a cor- 
poration defaults in the interest payment on its bonds, the 
mortgage underlying such bonds can be foreclosed. Now 
interest on bonds cannot be paid unless the income warrants 
it; that is to say, a company whose future income is expected 
to be uncertain and irregular would probably default in inter- 
est payments and, as a consequence, would find itself, sooner 
or later, in serious financial difficulties with its creditors. Ac- 
cordingly, we repeat, bonds should not form a part of the 
financial structure of a new corporation unless the estimated 
future earnings are expected to be ‘both stable and substantial 
in amount. Expressed in other words, unless stability and 
substantial volume of earnings are a part of the forecast, the 
framers of the financial plan would do well to include only 
stock in the financial structure. In fact, it probably would be 
better to decide upon common stock alone, unless the predicted 
average earnings are considerably in excess of the amount of 
money necessary to pay the dividend on an issue of preferred 
stock. Of course a corporation does not pledge itself to pay 
in any particular year a dividend on its stock; but, if it has 
issued preferred stock which contains the cumulative feature, 
the cumulated dividends on a preferred stock issue may prove 
in time to be a source of great embarrassment to the company. 

Another factor affecting the type or types of securities to 
be issued when a corporation is being launched is the control 
of the management of the company. As a general rule, pro- 
moters will arrange the financial structure, if possible, so as 
to get from the public all the money that is thought necessary 
to finance the enterprise, under forms of security contracts 
which do not result in handing over to the public, in exchange 
for its money, the control of the enterprise. As we shall see 
in a later chapter devoted primarily to a discussion of various 
types of stocks, it is becoming rather common to limit the 
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voting power of stock to one or two types, and, when possible, 
to withhold the voting power from other stocks that easily 
can be sold to purchasers who have their,attention centered 
primarily on the income the stock is likely to yield rather 
than upon a voice in the management. 

A third factor which competent authorities would not have 
overlooked in building the financial structure of a new corpora- 
tion, is the current or contemporary psychology of the poten- 
tial buyers of securities, particularly their prejudices against 
or leanings toward certain classes of securities. For example, 
it may be that their attitude toward tax-exempt or taxable 
securities will be a crucial factor in the sale of the securities 
about to be issued by a proposed corporation. Investment 
bankers and dealers in securities in general are the best au- 
thorities on contemporary financial psychology, and their opin- 
ions on this general matter should be decisive in framing the 
structure of the financial plan of the proposed concern. Those 
who think that the ‘general psychology of the market and the 
prejudices or preference of prospective buyers can lightly be 
considered in formulating their corporate financial plans are 
likely to find out to their sorrow, when it is too late, that 
they were in error. 

The other important factor influencing the decisions of 
builders of corporate financial structures, which practically all 
authorities emphasize, is the amount of cash that must be 
raised at the. very beginning to meet the needs of the new 
enterprise. If a relatively large amount of money must be 
immediately forthcoming to finance the purchase of necessary 
physical properties, it may be considered undesirable to rely 
upon getting the money when needed merely by resorting to 
the sale of stock. The financial backers of the enterprise may 
insist, with good reason, upon the offering of an issue of bonds 
to secure the needed money quickly. As a rule, the decision in 
favor either of stock or of bonds will depend largely upon 
the relative ease or difficulty anticipated in realizing quickly 
upon a sale of stock for the necessary money. 

Summary.—We have undertaken here merely to instance 
and comment briefly upon certain fundamental guiding princi- 
ples that may well be followed in the formulation of the finan- 
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cial structure of a business corporation, regardless of the 
character of the business that is to be engaged in. The control- 
ling factors mentioned in the foregoing should each be applied 
or stressed in the light of all the local circumstances affecting 
the promotion and financing of the enterprise in question, and 
according to the class of corporation that is being launched, 
that is to say, whether it be an industrial, a public utility, a rail- 
road, or what not. No attempt will be made here to map out 
the ideal financial structure for each type of enterprise. Com- 
petent authorities * already have discussed this matter at length, 
and to them the reader is referred for information on the 
financial plans of particular types of corporations. 

* Some of these are Dewine, A. S., The Financial Policy of Corporations, 
Chapters IV, V, VI and VII; Jounson, J. F., “Organized Business Knowl- 
edge. How to Tell at a Glance Whether Financial Structures are Sound or 
Unsound,” Forbes, April 28, 1923; Morris, R., Railroad Administration, 
pp. 179-187; Case Studies in Business: “Distribution of Securities of a 
Public Service Corporation,” Student Editorial Board, Harvard Business 


Review, Vol. IV, pp. 223-230; Founrarn, H. A., “Financial Structures Com- 
pared,” Electric World, Vol. LXXVI, pp. 493-494. 


Chapter XIII 
CAPITA, STOCK 


Relation of Investment Bankers to the Financial Plan.— 
As was outlined merely in a general way in the previous chap- 
ter, each corporation at its inception should have prepared by 
competent parties a suitable financial plan. This should include 
the total amount of each type of security to be authorized for 
present and subsequent issues in the not-too-remote future, and 
the amount that it is proposed to issue at the start. Inasmuch 
as it is not possible to visualize at the beginning the needs of 
the corporation for additional capital as the business grows to 
larger proportions, it is only reasonable to expect that the 
financial plan will have to be supplemented, extended, or re- 
vised with the lapse of time. If the plan comprehends the 
issuance of common stock of only one type, it is, of course, 
the simplest possible. If, however, preferred stock is to be 
issued along with common, a decision must be made as to the 
proportion of the preferred stock to the common, the dividend 
rate of the former, and the details of the preferences with 
which it is proposed to surround the preferred stock. Only 
in this way can the preferred stock contract be properly pre- 
pared. If the nature of the proposed enterprise is such that 
bonds may wisely form a part of the financial plan, and if an 
immediate issue of bonds is contemplated, not only must the 
type or types be decided upon, but the amount of the issue, the 
rate of interest, and other details must be carefully attended to. 

The financial arrangements thus involved will probably be 
at least initiated or proposed by the promoter or his associates. 
Other interests, however, such as those of the investment 
banker, soon will be enlisted, unless the enterprise is being 
promoted by an organization which has a banking department 
of its own. In fact, if the proposed corporation is one of 
considerable size, it may be expected that both the general 
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framework and the details of the financial plan will be arranged 
by investment bankers. They are specialists in this matter, 
and if the burden of providing the initial capital falls on them, 
as is almost certain to be the case, their arrangement of the 
financial plan may be taken for granted. Inasmuch as capital, 
as already pointed out, is one of the necessary factors of pro- 
duction, and is indispensable in business units of whatever size 
or character, it must be provided at the inception of the corpo- 
ration and provided in adequate amount or the business will 
be foredoomed to failure from the beginning. Adequate capi- 
tal is a prerequisite for putting a new business on its feet so 
that it not only may function effectively but also be in condition, 
if it proves to be a success, to supply thereafter, in part at least, 
its growing financial needs. 

Fixed and Working Capital.—It seems desirable at this 
point to distinguish between two general types of capital which 
business enterprises must have at all times. In the first place, 
there must be adequate fixed capital to provide the necessary 
plant and equipment for carrying on the corporation’s activ- 
ities. The amount of fixed capital for this particular purpose 
depends, of course, upon the nature of the business, the demand 
being very great in some instances, such as in the establishing 
of a manufacturing plant, whereas it would be relatively small 
in the establishing of a retail grocery business. In the former 
instance it would be necessary first to acquire the land, to erect 
the necessary factories thereon, to equip them with machinery, 
and, in general, to get ready for carrying on the industrial 
operations. In the case of the retail grocery store, the place 
for carrying on business probably could be rented in a desir- 
able location, thus doing away with the necessity of raising 
capital to construct a suitable building. Some equipment, of 
course, would have to be installed to get the place ready to 
be stocked with goods. In brief, the amount of fixed capital 
necessary for establishing a retail grocery store would be rela- 
tively small. However, every business enterprise must have 
more or less fixed capital to start with and, as already men- 
tioned, it is that type of capital which is relatively permanently 
invested. 

The second type of capital needed by business enterprises 
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is commonly known as working (or revolving) capital. It is 
that capital which is subject to frequent change of form. It 
may consist of cash in the bank today, of raw materials tomor- 
row, of semi-manufactured goods a few weeks hence, of goods 
on the shelves or in the warehouse a few weeks later, of bills 
receivable later still, in due course to be converted into cash. 
Working capital, accordingly, stands in rather striking con- 
trast to the fixed capital that is sunk more or less permanently 
in the plant. 

The Securing of Fixed Capital Years ago when business 
enterprises were relatively small, the amount of capital with 
which they started business usually was limited to that amount 
which in the aggregate the parties in immediate interest either 
could assemble themselves or thought it wise for them per- 
sonally to put into the venture. The shares in the business 
were all appropriately distributed among the organizers; there 
were no securities to be underwritten, so that assistance of 
the investment banker, even if his assistance had been avail- 
able, was not needed in getting the enterprise launched. Now- 
adays, however, with the growth of larger business units and 
with the more common adoption of the corporate form of 
organization, the capital for instituting the business is largely 
and commonly raised by making an appeal to the public. Dif- 
ferent kinds of securities, therefore, have been devised which, 
in their various forms, will appeal to different types of invest- 
ors. Thus we have stocks of several classes, bonds in great 
variety, and short-term notes. And it may be observed in 
passing, that, as business enterprises have grown in size and 
in numbers in response to the general economic development 
of this country and others, there naturally has been an ac- 
companying development of financing and underwriting facili- 
ties to assist in gathering together from all possible legitimate 
sources the necessary fixed and working capital for the estab- 
lishment, operation, and expansion of business enterprises. To 
this particular aspect of finance more attention will be given 
later (Chapter XXI). 

Authorized and Issued Capital Stock.—Though the laws 
of our states governing corporation procedure are by no means 
uniform, normally at the time of the organization of a corpora- 
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tion the amount of its capital stock would be specified in its 
charter. As a rule, this amount may be changed only through 
the procedure of a charter amendment. The maximum amount 
of stock specified in the charter is technically denominated the 
authorized capital stock, whereas issued stock is that which 
already has been disposed of legally for cash, property or 
services, according as the state granting the charter will 
permit. Outstanding stock is issued stock which is still in 
the hands of some party other than the corporation itself; if it 
has found its way back to the corporation and is again held 
by the corporation after having once been duly issued, it is 
called treasury stock (see pages 174-176). The part of the 
authorized stock that has not been issued is called unissued 
stock. The laws of different states vary with regard to the 
minimum capital with which a company may begin business. In 
some cases, this may be any amount as specified in the charter ; 
in other cases, such as New Jersey and Delaware, the minimum 
is $2,000 when the corporation is capitalized on the plan 
whereby the stock has a par value, or twenty shares where 
no-par stock is used. In many jurisdictions the maximum 
capitalization is virtually left wide open as, for example, in 
the states where both the minimum and maximum of author- 
ized capital is as specified in the charter. 

Issued stock in the possession of a stockholder is evidence of 
his ownership or proprietorship in the enterprise in question. 
The corporation is not liable to repay the stockholder the 
amount of his subscription for common stock. If, however, 
he wishes to withdraw from the enterprise he must find a 
buyer for his shares. If the issue has been listed on an ex- 
change, the sale will be an easy matter to arrange, provided 
this particular stock issue is the subject of active trading. 

Par-value Stock.—The amended certificate of incorporation 
(filed February 25, 1901) of the United States Steel Corpora- 
tion * contained this statement regarding its capital stock: 


IV. The total authorized capital stock of the corporation is eleven 
hundred million dollars ($1,100,000,000), divided into eleven million 


* The charter has been amended since 1901. The latest amendment of the 
part of the charter quoted above was in April, 1927, although at the present 
time (April, 1929) plans are on foot for still further amendment. 
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shares of the par value of one hundred dollars each. Of such total 
authorized capital stock, five million five hundred thousand shares, 
amounting to five hundred and fifty million dollars, shall be preferred 
stock, and five million five hundred thousand shares, amounting to five 
hundred and fifty million dollars, shall be common stock. 

From time to time, the preferred stock and the common stock may 
be increased according to law, and may be issued in such amounts and 
proportions as shall be determined by the board of directors, and as 
may be permitted by law. 


It will be observed that the shares, both common and pre- 
ferred, have a so-called par value of $100. This is found by 
dividing the total authorized capital stock by the number of 
shares, in this particular case eleven hundred million by eleven 
million. The most common par value is one hundred dollars, 
although cases where the par value was as high as $1,000 and 
as low as one mill have been known. 

The par value or “price ticket” of a share of stock is of 
comparatively little real significance, except for bank and in- 
surance shares and a few other types, after the corporation has 
been started. As a matter of.record and of history it is an 
assistance, for example, to a valuation of the securities issued 
by a corporation when it begins business, but it is seldom there- 
after that the shares of stock which constitute all or a part of 
the capitalization conform in value to the figures representing 
their par value as stamped on the certificates. Until recently, 
practically every stock certificate issued by American corpora- 
tions bore a so-called par value for the single share; and, in 
spite of what has just been said, many have been disposed to 
attach considerable significance to this feature of the corporate 
share. As a matter of fact, however, the really important 
feature—a characteristic which transcends all others—is that 
the certificate for the shares is undisputed evidence of an estab- 
lished proportionate ownership of the corporations’ assets, and 
a proportionate claim upon the net earnings of the enterprise. 

No-par-value Stock.—Within recent years many corpora- 
tions have resorted to the plan of issuing shares whose certifi- 
cates do not have engraved thereon a price ticket or par 
value. They have been given the name of no-par-value shares. 
Historically, a few instances of such shares were known long 
before the development of the recent movement in their favor. 
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Certain transportation companies, notably those having to do 
with the construction and operation of turnpikes around the 
beginning of the nineteenth century, are said to have sold 
shares which were of the no-par-value type, but it is fair to say 
that, with a few such exceptions, no-par-value stocks were a 
product of the first quarter of the twentieth century. 

First Authorized by New York State.—The first Ameri- 
can state to amend its general enabling corporate statutes so 
as to permit the formation thereunder of a corporation with 
no-par-value shares was New York.’ It is said that the initia- 
tive was taken in this matter by the New York Bar Associa- 
tion, a committee of this organization having reported in 
favor of the authorization of no-par-value shares in 1892. 
Nothing material seems to have resulted at once from this 
report; it was not until fifteen years later that the New York 
Bar Association submitted to the legislature of the State of 
New York a bill setting forth a plan of incorporation with 
no-par shares. The legislature passed the bill but it failed to 
become law, having been vetoed. In 1912, however, when 
another attempt was made, the necessary legislation was suc- 
cessful, although the law did not apply to all classes of corpo- 
rations (banking institutions, for example, were excluded). 
When a no-par-value law was adopted in other states, the priv- 
ilege was by no means extended to all classes of corporations. 

It Soon Became Popular.—For three or four years after 
the adoption of the New York law, very few corporations 
were formed there on the no-par-value stock plan. Gradually, 
however, the idea gained favor, and the movement toward 
incorporation on this plan spread in New York and elsewhere. 
By 1919 some eight or ten states had provided the necessary 
permissive legislation for incorporation on this plan, and there- 
after the movement grew apace. Today almost all of the states 
permit the formation of corporations with stock of no-par- 
value. It would be only a slight exaggeration to say that since 
about 1920 incorporation on this plan on the part of certain 


* The original New York statute was hardly a true no-par statute. By 
requiring the charter of any corporation in question to state the amount per 
share to be paid in, no essential change actually was made—a fact which, 
it is said, the Federal authorities insisted on in connection with taxation in 
“reorganization” situations. 
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types of companies, especially industrials, has become close to 
being the rule rather than the exception. Furthermore, many 
corporations which had been in existence before no-par-value 
stock had loomed into prominence, in modifying or extending 
their financial plan to adapt it to new and changing conditions, 
have changed over their stock, particularly the common, to the 
no-par-value plan. 

Causes of Movement toward No-par-value Stock.—Some of 
the reasons advanced in explanation of the trend toward 
no-par-value shares will now be given. First of all, it has 
been claimed that, excepting insurance companies, banks, and 
moneyed corporations in general, and possibly a few other 
forms of corporate enterprises, the use of the long-customary 
par-value shares had come to have relatively slight significance. 
In fact, it has been claimed that par-value shares are more or 
less deceptive among unsophisticated buyers. If acquired at 
less than par, such inexperienced purchasers might assume 
that sooner or later their shares would go up to par. In 
extreme cases, there would be those who would imagine that 
the par value ($100, for example) shown on the handsomely 
engraved certificate has somewhat the same significance as the 
principal sum placed upon a note of hand. Absurd as this 
would be to the seasoned buyer, it nevertheless is in conformity 
with the facts in many cases when the buyers are ignorant of 
even the first principles of business procedure. Some critics 
have gone so far as to make the claim that the half-a-billion 
to a billion dollars of good money annually extracted from 
the pockets of the American public for highly speculative and 
fraudulent stocks is due, to a considerable degree, to the 
use of par-value figures on the stock certificates. In the hope 
that the omission of such figures, or the price ticket, from the 
certificates would help correct this long-standing abuse prac- 
ticed on the public, encouragement to use the no-par-value type 
of certificate has been given. 

A second reason that has been suggested in explanation of 
the movement toward no-par-value shares is the influence 
of certain high-grade underwriters and investment houses. 
This claim is hard to evaluate, but it is worthy of at least pass- 
ing mention. As a matter of general policy, such institutions 
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are, in our opinion, desirous of supporting any movement 
which would make, in the long run, toward the betterment 
of public relations in such financial matters as come within their 
general field. Whatever would help to combat successfully the 
inroads upon the investment funds of the public by unscrup- 
ulous promoters and dealers in stocks would be encouraged by 
the better class of security dealers. It is reasonable to believe, 
therefore, that in so far as the use of no-par-value shares 
would lead, in their opinion, to a more wholesome distribution 
of securities, their influence in supporting the trend toward 
no-par-value shares would be given. 
_ Another cause that has been urged is that the omission 
from the certificates of the figures representing par value is in 
the line both of truth and of simplicity. Inasmuch as the 
par value and the actual value are seldom more than tempo- 
rarily the same, why, it is urged, should any artificial label be 
used on the certificate at all? If, in the final analysis, the really 
important attribute of a share of stock, whether it be of the 
par-value or the no-par-value type, is that it represents a frac- 
tional claim upon both the assets and the net earnings of the 
corporation, the par-value figures are largely meaningless. 
This is why it has been said, in effect, by a keen observer. that 
the swing toward the use of no-par-value shares is really an 
attempt to scrap a relatively unimportant and highly artificial 
convention. 

Opposition to No-par-value Stock.—There are many who 
oppose the use of no-par-value stock and argue for stock of the | 
par-value type. Exponents of the latter plan would seem to 
include a considerable proportion of the ablest thinkers on the 
subject. Among the arguments advanced are (1) that the 
dropping of a par value from the certificate makes toward a 
lowering of the market value of the shares in question; (2) 
that shares with no-par-value, as contrasted with the other 
type, have no definite basis available for the taxing authorities 
to levy the desired fees and taxes; (3) that it is not fair to 
those who have paid the higher price, if the present holders 
of no-par shares have paid x dollars per share into the treasury 
of the corporation and the original buyers of new identical 
shares pay either x-++ y dollars or x—-y dollars a share; 
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(4) that the use of no-par-value stock might imperil the in- 
terests of a corporation’s creditors in that fraud might the 
more easily be practiced upon them. No attempt will be made 
here to expand these arguments or to make more than passing 
comment thereon. 

With reference to the first argument, a study of no-par- 
value stocks, as reported from the Harvard Graduate School 
of Business “Administration, would seem to disprove the con- 
tention. Regarding the second claim, the various states which 
have authorized the incorporation of companies with shares of 
no-par value have experienced no material difficulty in provid- 
ing the proper basis for tax assessment. In Delaware, for 
example, no-par shares are considered to be of $100 par value 
for purposes of computing the organization and annual taxes, 
and New York meets the situation by levying five cents per 
share as the organization tax. Regarding the third objection, 
it is a well-known fact that, as a matter of practice, corpora- 
tions do not uniformly receive for par-value shares one hun- 
dred cents on the dollar, especially where stock is issued for 
property or services. The fourth objection would seem to be 
the hardest to combat, and by no means should be taken 
lightly. The writings of authorities given in the list of refer- 
ences may be consulted for further data on any of these points. 

Full-paid Stock.—In discussing this aspect of capital stock 
it is desirable, in the interest of clearness, to consider, first, 
the meaning of full-paid stock when the shares have a specified 
par value and, second, when they are of the no-par-value type. 

In the former case, it should be kept in mind that the cor- 
porate statutes of practically every state of the Union contem- 
plate, according to their literal interpretation, that the original 
shareholders have paid into the treasury of the corporation the 
full amount for each share as represented by its par value. 
Thus, if one thousand shares have been issued, whose par value 
is $100 each, it is expected that the corporation has received 
either $100,000 in cash or an equivalent for this amount. In 
many of the states, particularly in those which are popular 
incorporating jurisdictions, stock may be exchanged for cash, 
property or services. Normally, the valuation placed upon 
property or services by the directors, according to their best 
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judgment and in the absence of fraud, is final and conclusive 
evidence of value, in any particular case. Inasmuch as it is 
very difficult to prove fraud in such transactions, even in cases 
of rather clear over-evaluation, for all practical purposes the 
directors’ decision is final. Stock that has been paid for in 
cash to the full amount of its par value is said to be full 
paid. Stock that has been issued in exchange for property and 
services, in accordance with a valuation of the directors, is, in 
the absence of fraud, also full paid. Unless some reservation 
has been made by the corporation when issuing such stock, 
it virtually relinquishes any privilege it might otherwise pos- 
sess of levying any assessment later on the owner of issued 
stock; so, in general, it is correct to say that full-paid stock 
is also non-assessable. 

A second or subsequent buyer of par-value stock may, of 
course, purchase the full-paid shares at any price below the 
par value without incurring any liability for the difference 
between what he paid and the par value. A second purchaser 
of stock which has been acquired originally for less than par, 
even though the certificate is marked full paid and non-assess- 
able, is neither liable to the company itself nor to the com- 
pany’s creditors for the unpaid balance, provided he has no 
knowledge of the fact that the stock originally had been ac- 
quired at less than par. His liability would exist only in case 
he bought the stock in full knowledge of the fact. 

In the case of no-par-value stock, there is no price ticket on 
the share and it may be sold, by authority of the directors 
of the issuing corporation, at whatever price they may decide 
upon. When such price has been paid by the subscriber into 
the treasury of the corporation, the share is regarded as full 
paid. This is true, even though a subsequent issue realized 
less or more per share than that which originally was issued. 

Treasury Stock.—It is a well-known fact among all who 
have had any experience with buying corporate securities of 
relatively new companies that par-value stock is frequently 
disposed of by a corporation to what would seem to be the 
original buyer at only a fraction of its par value. Moreover, 
the buyer secures in this manner fully paid shares, but no 
secrecy is maintained in the matter on the part of the corpora- 


CAPIUAL: STOCK 175 


tion, in spite of state laws which would seem to forbid such 
a sale at less than par; nor does the buyer get into trouble, 
then or later, because of having paid into the treasury less 
than par value per share. Furthermore, he who presumably is 
the first buyer is able to sell the stock to someone else without 
involving the next purchaser in any future liability to creditors 
of the concern. Such conditions exist with respect to the 
corporation, the original purchaser of the stock, and a second 
or later purchaser, in spite of what has just been said under 
full-paid stock. Does this mean that state laws governing these 
matters are merely a dead letter? What is the explanation? 

As a matter of fact, technically there has been, in most cases, 
no violation of the law. An investigation would show that 
the stock we have here been considering is almost certain to 
be treasury stock. This may be described as stock which 
sometime previously has been legally issued in exchange for 
property or services, and has thus been made full paid and 
non-assessable. It has, however, again been acquired by the 
corporation, probably through gift or purchase or in payment 
of a debt, and once having been made full paid can again be 
sold by the corporation at any price below par without involv- 
ing the purchaser in any further liability either to the issuing 
corporation or to its creditors. Of course, treasury stock can 
be acquired by corporations for resale only in those states 
where the laws permit it. At the present time, practically every 
state in the Union, with only one or two exceptions, sanctions 
the ownership of a corporation’s shares by itself. In other 
words, treasury stock is commonly sold in this country, no 
matter in what state the corporation has been chartered. 

A practical illustration of how treasury stock might easily 
come into existence will now be given. An inventor, let us 
assume, secures a patent on some device that promises much 
for the future. Some promoter gets interested in the invention 
and arranges with the inventor to form a corporation for the 
development of the patent and the manufacture of the product. 
In spite of its promising future, no one knows in advance what 
the invention is worth. A company is formed and capitalized 
at some figure, say $250,000, with shares of a par value of 
$100. As a recompense for his services in promoting the 
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company, the promoter is assigned $50,000 par value of the 
stock, and the inventor the remaining $200,000. All of the 
stock has thus been disposed of, is fully paid and non-assess- 
able, but the company has no money for developing the patent. 
Accordingly, the promoter turns over to the corporation some 
of this stock as a gift, and the inventor does likewise. Let us 
assume that $100,000 par value of stock thus comes into the 
treasury of the corporation. This would be treasury stock 
and could be sold at $40 a share, or at any other price, with- 
out involving the purchaser after he had paid the agreed price 
in any future liability. 

Bases for Further Classification of Capital Stock.—Capi- 
tal stock may be classified in still other ways than those already 
considered in this chapter. On the basis of relative risk in- 
curred by the buyer as to future income derived therefrom, and 
the actual or contingent control of the affairs of the corpora- 
tion, stock may be classified as common, preferred, guaranteed, 
founders’, and debenture. Some have preferred to designate 
as the basis of such classification, the rights conferred and the 
limitations imposed by various kinds of stock. A few other 
relatively unusual types of stock than these enumerated are 
known, such as special and deferred, but they need not be 
considered here. Let us now give some attention to the above- 
mentioned classes, beginning with common stock. 

Common Stock.—Stock in a business enterprise after it has 
been properly issued and is in the hands of stockholders is 
evidence of their ownership in the enterprise. When one refers 
to the common stock of a corporation, the uninitiated might sus- 
pect that the corporation in question has another type or other’ 
types of stock which possess certain advantages (or, possibly, 
disadvantages) as contrasted with the ordinary or common 
stock. It is by no means true, however, that all corporations 
which have common stoek have other types issued and out- 
standing. In the event that the common stock stands alone 
among the corporation’s securities, its holders are the sole 
owners of the net assets of the enterprise and they are the 
only claimants to the net earnings of the business. The man- 
agement of the enterprise is actually in their hands, and while 


CAPITAL STOCK 177 


the business is prospering there are no contingent claimants 
even to the management. 

In the earlier history of corporations, common stock repre- 
senting full and complete ownership of the business was the 
only kind known. As corporate enterprises became larger and 
more complex, however, other forms of securities, such as pre- 
ferred stock and bonds, came to form a part of their financial 
plan. Nevertheless, there are many relatively small corpora- 
tions that still retain the simplest form of financial plan, namely, 
with only one type of stock and with no bonds outstanding. 

In those cases where securities other than common stock 
have been issued, the common stockholders are often spoken of 
as the residual claimants of both the assets and the net earnings 
of the business. They possess, as some writers have properly 
expressed it, the final or thinnest equity in the enterprise after 
all superior claims have been satisfied. From another viewpoint, 
the common stockholders are possessed of, and are entitled to, 
all privileges that have not been stripped from them by con- 
tracts made between the issuing corporation and the holders 
of other types of securities. As a rule, common stockholders 
have the right to manage the business, although when more 
than one class of common stock is outstanding, the right of 
management may be’ reserved to the holders of one particular 
type of common stock." 

Rights Possessed by Holders of Common Stock.—Among 
the rights of the owners of common stock there should be 
mentioned the fact that each shareholder has a right to be 
informed of the forthcoming meetings of the stockholders of 
the corporation in which he holds shares. This is because in 
most cases he has a right to vote at stockholders’ meetings 
and thus participate indirectly in the management. In the 
event that a stockholder is either unable or indisposed to attend 
a stockholders’ meeting, he may delegate to someone else the 
right to represent him and vote for him at the meeting. This 
is made effective through signing and duly executing a simple 
document known as a proxy. It is a further right of the com- 
mon stockholder to be kept informed of certain facts with 


1See further discussion of this topic later under the heading, “Classes of 
Common Stock,” p. 179. 
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respect to the carrying on of the business of the corporation. 
There is a feeling in some quarters that shareholders should 
be given more information with respect to the internal policies 
of the corporation than is commonly the case. There are some 
who contend, however, and with reason, that it might prove to 
be a dangerous practice to take the stockholders into the full 
confidence of the management for fear that the privilege might 
be abused by owners of a few shares of the stock who might 
be business competitors. Some right accrues to the stock- 
holders in an enterprise to examine the books of the corpora- 
tion, but in common practice such limited right ordinarily does 
not result in the securing of information that is of any mate- 
rial value. 

Another right which a stockholder possesses is to transfer 
his shares to another for a consideration or by gift, at pleas- 
ure. In this respect the ownership of corporate shares stands 
in striking contrast to the method of disposal of one’s owner- 
ship in a partnership. The latter can be accomplished only 
with the consent of all the other partners; and technically such 
transfer would result ultimately in the dissolution of the old 
firm and in the formation of a new partnership. Finally, 
there is a right to share in the profits of the enterprise accord- 
ing to the plan outlined above. Such profits come to the 
shareholders in the form of dividends which can be secured 
only by act of the board of directors. It might very well be 
that the net earnings of the enterprise have been such in any 
particular year that a dividend might properly be declared; 
but if the directors, to whom has been delegated the manage- 
ment of the affairs of the enterprise, feel that it is expedient 
not to declare a dividend, the stockholders are virtually help- 
less to secure a division of the net profits.’ 

A right that does not accrue to a stockholder, no matter 
how large his holdings of stock may be, is that of undertaking 
to make contracts for the corporation or of directly undertak- 
ing to manage the business, unless he has been made a duly 
qualified director or officer of the enterprise. In other words, 


* See, however, pp. 181-182 regarding the decision with respect to dividends 
on non-cumulative preferred stock, in the case of the United States Cast Iron 
Pipe Company. 
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a stockholder, as such, is not a general agent for the corpora- 
tion whose shares he holds. 

Classes of Common Stock.—Reference already has been 
made in a previous paragraph of this chapter to two types of 
common stock, the first representing the entire ownership in 
the enterprise, the second a right which has been superseded by 
the claims of senior security-holders, that is, by those who 
hold, let us say, preferred stock or bonds. Within recent years, 
there has developed in this country a new twofold classification, 
namely, Class A common stock and Class B common stock. 
In certain other countries, particularly England, such a divi- 
sion of this type of security has been made for a considerable 
number of years, but very few attempts along this line were 
undertaken in this country previous to the latter part of the 
period covered by the Great War. The development in the 
use of Class A and Class B stock proceeded apace, once the 
plan came into prominence in this country. Usually both types 
are issued on the no-par-value plan. It is the almost universal 
practice for the stockholders of the Class A type to have no 
voice in the management of the business. That is to say, the 
stock does not carry with it the voting privilege, or, more 
properly, such privilege does not accrue until dividends have 
been defaulted. Class B stock carries voting power and nor- 
mally places in the hands of its holders the entire management 
of the corporate affairs. So far as claims on net earnings are 
concerned, Class B common stock is made subordinate to the 
Class A type. It is thus seen that the Class A type of common 
stock has certain preferences over the Class B type and there- 
fore makes an appeal to certain groups of investors who place 
little value upon a right to participate in the management of 
an enterprise, but who are primarily interested in securing as 
large a return as possible on their chosen investment. 

Preferred Stock: General Considerations.—Years ago 
when the financial plan of practically all corporations was rela- 
tively simple, and when that great variety of types of securities 
known nowadays had not been conceived of by the lawyers and 
financiers of this country, it was possible to define preferred 
stock in terms that were exact and which conformed with com- 
mon usage. Its usual conception was that form of ownership 
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security which by way of contrast with the other kind of stock 
(namely, the common stock) of the corporation had certain 
preferences, especially as to dividends, and less commonly as to 
the assets, should the corporation be dissolved. 

At the present time, however, it is more difficult than form- 
erly to characterize so-called preferred stock in general terms 
because of the great variety and individual characteristics of 
the different preferred issues. For example, Class A stock, as 
we have just been reminded, has a preference over the Class B 
type with respect to claims on the net earnings of the corpora- 
tion that issued the A and B stock, although both are usually 
labeled common stock. Here there is a preferred class of 
common stock. This is merely one example among many 
that could be given to support the claim that the term “pre- 
ferred’”’ as applied to a corporation’s stock has departed widely 
from its significance of some two or three decades ago. Fur- 
thermore, a stock that is called “preferred” is not necessarily 
preferred with respect to all of a group of preferences which 
some have imagined to be uniformly present in preferred issues. 
In fact, though it is usually the case with preferred stock, one 
by no means should take it for granted that the preferred share- 
holders have always a prior claim on corporate earnings. 
Exceptions are known even in this particular. The point 
cannot be too greatly stressed that it should not be assumed 
that the preferences found in any so-called ‘‘preferred’’ stock 
issue conform to any established or cut-and-dried plan in 
general use. On the contrary, they are those and only those 
which are set forth in the charter of the issuing corporation or 
in its by-laws. Only such preferences as are there described 
are binding upon the corporation and are actually a part of the 
contract under which the shares are issued. 

Cumulative and Non-cumulative Dividends.—Dividends 
on preferred stock are cumulative if the charter provides that, 
in the event that dividends amounting to a specified percent- 
age per year are not paid, the deficiency must first be paid 
later before any dividend can be paid on the common stock. 
Moreover, no matter how many times the dividend has been 
passed on the preferred shares or to what sum they may total, 
all such deficiency must be paid to the preferred stockholders 
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before any distribution may be apportioned to the holders of 
the common shares. 

The uninitiated might easily be led to believe that the 
cumulative feature here described was a strong reinforcement 
to a preferred stock issue; but its importance may be exag- 
gerated. It is, of course, a good selling feature, particularly 
when the salesman is dealing with an unseasoned buyer. The 
seasoned buyer knows well enough, however, that, no matter 
how strongly worded the preferred stock contract may be with 
regard to the cumulative feature of the shares, it will avail 
but little if the business enterprise is not a success. It is 
impossible for a corporation to continue to pay a dividend 
if it is not being earned. 

Non-cumulative preferred stock, in accordance with a long- 
established usage, gives its holder a prior claim upon dividends 
in any year over any and all issues junior to it, such, for ex- 
ample, as the usudl simplified type of common stock. If, how- 
ever, the directors do not choose to declare a dividend on the 
non-cumulative preferred shares, the owners of this stock have 
lost forever their claim to a dividend for that year. In other 
words, the corporation will not in any subsequent year make up 
to the preferred claimants their loss of that particular dividend. 
Certain companies have issued preferred stock with different 
layers or degrees of preferences, as first preferred, second pre- 
ferred, and.so on. 

Some authorities have been disposed in times past to look 
with disfavor upon non-cumulative preferred stock. We recall 
here Lough’s pertinent remark to the effect that non-cumulative 
preferred stock is virtually a permanent reminder to the direc- 
tors of a corporation to manage the financial affairs of the cor- 
poration in the interests of the common stockholder.* On the 
other hand, the possibility of certain classes of buyers over- 
estimating the importance of the cumulative feature is always 
present. It may be that the non-cumulative feature may come 
in time to be viewed from an entirely new angle. As Dewing 
has aptly observed,” a decision of the Supreme Court of the 
United States regarding dividends on the non-cumulative pre- 


1 Business Finance, p. 72. Compare his exact statement in this matter. 
2 The Financial Policy of Corporations, revised edition, p. 61. 
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ferred stock of the United States Cast Iron Pipe Company 
may affect considerably the future issues of preferred stock. It 
seems to have been implied in the decision that, if the published 
statements of a corporation showed that a dividend actually had 
been earned on the non-cumulative preferred stock though not 
declared by the directors (it having been, in their judgment, in- 
expedient to declare it), these earnings should be paid out later 
to the preferred stockholders in question before the common 
stockholders might receive a dividend. According to this 
ruling, therefore, the contention of Lough as instanced above, 
no matter how true it may have been in describing the past, is 
likely to be less applicable to future conditions. It would 
seem, however, that in certain instances, from the standpoint 
not of law but of business policy, a far-sighted view of the 
management of corporate affairs might fully justify a board 
of directors in passing a non-cumulative preferred dividend in 
order that the affairs of the corporation, as a result of invest- 
ing such earnings in the enterprise, might be put in a position 
to pay dividends with greater certainty in the future. A sacri- 
fice of a dividend this year might make future dividends more 
certain; whereas, if it must be paid if earned, there might be 
the possibility or even probability that next year the passing of 
the dividend would be a foregone conclusion. 

Preferred Stock May Have Several Forms of Preference. 
—In addition to certain advantages of preferred stock over 
common stock which have been mentioned in the foregoing, 
there is a considerable variety of other preferences which at 
times have been inserted in preferred stock contracts. Bearing 
in mind that there is no standard contract to which issues con- 
form, we shall now take up in order several selected provi- 
sions which have been included as protective devices. 

Voting Power and Its Relation to Defaulting Dividends. 
—Preferred shares have been issued with full voting power, 
with no voting power whatsoever, and with contingent voting 
power. Moreover, there’are instances in which the preferred 
shareholders, contrasted with holders of common shares, have 
very unusual voting powers, such as from two to seven votes 
for one share of preferred stock as contrasted with one vote 
for each share of common stock. The most extreme case that 
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has come under our observation is that of the Old Rock Island 
Company of New Jersey, where a majority of the board of 
directors was elected by the preferred stockholders. The in- 
stances where unusual voting power has been placed in the 
hands of the preferred stockholders are relatively uncommon. 
It is a fair observation to make that in a vast majority of the 
cases where preferred stock has been issued by corporations the 
control of the corporation has been reserved, at least during 
prosperity, to the holders of the common shares. During the 
period of our participation in the World War, and until the 
early part of 1920, preferred stocks were commonly issued in 
this country in order to provide additional capital for expand- 
ing enterprises. It has been shown by an intensive study * of 
such financing during the period mentioned that certain tend- 
encies were manifest in connection with preferred stock issues. 
With respect to participation in management, more than 50 per 
cent of the preferred issues denied the preferred stock voting 
power except under certain conditions. Fully a quarter of the 
issues that were examined carried no voting power whatsoever 
under any circumstances, and only one-fifth of the issues 
carried full voting power. There seems to have been a tend- 
ency in recent years for preferred stockholders to acquire vot- 
ing power when their dividends have been in arrears for 
something like four quarters. There are instances where, if 
dividends are denied for a certain length of time, exclusive 
voting power accrues to the preferred stockholders, thus elevat- 
ing them to the management of the enterprise. It is likely 
to be provided, however, that upon the payment of the de- 
faulted dividends the common stock again comes into control 
of the directorate. If a similar default later occurs, control 
passes again to the preferred stock. On the whole, it would 
be fair to say that in recent years the participation in manage- 
ment by preferred stockholders is relatively slight, as long as 
the enterprise in question is paying them dividends. 
Preferences as to Assets.—This type of preference relates 
chiefly to situations arising from liquidating the affairs of the 
corporation. The most common way for arranging such pref- 


1See article by A. S. Kerster on “Recent Tendencies in Corporation 
Finance,” Journal of Political Economy, April, 1922. 
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erences is to provide in the preferred stock contract that, if 
the business later is liquidated, each share of preferred stock 
shall have a prior claim over the common stock with respect 
to the company’s assets, at least to the amount of its own 
par value. At times, this preference exceeds the par value 
of the share. In all probability, a clause giving the preferred 
stockholder a prior claim in case of dissolution has been in- 
serted in a substantial majority of preferred stock contracts. 
Among the preferred stocks of railroads this provision is not 
usually found; among industrials and public utility enterprises 
preferred stocks themselves not only have been common, but 
the insertion of the preferred-assets clause in the event of dis- 
solution has been usual. It can easily be understood why rail- 
road issues of preferred stock have not contained the preferred- 
assets clause. Railroads are expected to continue in business 
and their liquidation is rarely effected. But mortality experi- 
ence among industrials is much heavier, so that the inclusion 
of the preferred-assets clause by the latter type of enterprise 
is more easily explained. It is quite possible to over-value, it 
would seem, the importance of the preferred-assets clause in 
the contract covering the security issue. This is because it may 
very well be that an enterprise is in such dire straits when 
its affairs are to be wound up that the superior claim of the 
preferred stock over the common upon the assets may mean 
very little. 

Provisions for “Calling” Preferred Stock.—It is very com- 
mon nowadays to have inserted in the preferred stock contract 
a provision whereby the directors may call or redeem the 
preferred shares under well-defined conditions. There is gen- 
erally set forth the exact price at which the preferred stock 
may be redeemed, such price ranging from around par to 
considerably above par. There has been a noticeable tendency, 
which has amounted at times to an almost universal practice, 
for preferred stock contracts to contain an arrangement for 
setting up a sinking fund out of which the preferred stock 
will ultimately be retired. This arrangement is likely to be 
made under either one of two plans: a certain percentage of 
the net earnings may be set aside each year for the retirement 
of a portion of the preferred stock, or a certain definite sum 
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of money per year may be set aside for the same purpose. 
According to either one of these plans, there would annually 
be retired either a definite or variable proportion of the out- 
standing preferred stock. There is much to be said in favor 
of the first plan, inasmuch as the amount of preferred stock to 
be retired in any particular year will be determined by the 
success of the enterprise in that year. If business has been 
good, a certain amount is retired proportionate to the substan- 
tial net earnings; if, on the other hand, business has been bad, 
a relatively small amount has to be appropriated out of scanty 
earnings to buy preferred shares. 

Protection of Preferred Shareholders against Subsequent 
Senior Issues.—Important provisions in the preferred stock 
contract center around restrictions that are placed upon the 
board of directors undertaking to weaken or make thinner the 
equity behind the preferred stocks. It is quite possible for 
the management of a corporation, unless some restrictive provi- 
sions have been interjected into the contract, to place ahead of 
the preferred stock issue other securities which stand closer 
to the earnings and the assets than does the preferred stock. 
For example, bonds, notes and even obligations at the com- 
mercial banks are securities of this general order. It has been 
found expedient, therefore, to protect the preferred stock by 
a provision making it impossible to place a mortgage upon the 
corporate property without the consent of a large proportion 
of the holders of preferred stock. Other restrictions requiring 
similar consent center around the selling later of any part of 
the property of the corporation, the increase even of preferred 
stock of the same class, or the changing of the general plan of 
voting power of any class of stock. Usually the percentage of 
preferred stock necessary to constitute consent for any of these 
or similar acts is seventy-five, it being thought, and with rea- 
son, that any act desired by the board of directors would be 
fair to all parties concerned if such a large percentage of pre- 
ferred stock, through its holders, agreed to the action. 

Limitations of Dividends on Common Stock.—An impor- 
tant provision inserted in a preferred stock contract at times 
has been one which is related to the limitation of dividends on 
common stock. This has been accomplished by requiring that 
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the disbursement on account of dividends on the common stock 
must not reduce the net quick assets below a certain percent- 
age of the par value of the outstanding preferred stock. There 
has been considerable variation in this percentage, although the 
usual specification is 100. Furthermore, it is sometimes re- 
quired that net tangible assets be maintained at a certain per- 
centage, varying from 200 to 300, of the outstanding preferred 
stock. Limitations also have been placed upon the lending of 
the credit of the issuing corporation by such acts as endorse- 
ments or guarantees to other individuals or business enter- 
prises other than the endorsement for purposes of discount of 
notes normally in the Notes Receivable portfolio. Such en- 
dorsements would constitute a contingent liability of the cor- 
poration and might well represent a claim superior to that 
of the preferred stockholders. 

Modern Preferred Stock Popular.—The list of preferences 
for the protection of the preferred stockholders by no means 
has been exhausted, but enough has been said, it is hoped, to 
characterize adequately this kind of corporate security. 

Before leaving the subject of preferred stock, it should be 
stated that many issues of the last ten years or more indicate 
a marked tendency to make preferred shares partake of certain 
characteristics of bonds rather than stocks. Technically, of 
course, they are to be classed as stocks, for they remain, as 
formerly, evidences of ownership along with the common 
shares. But the numerous protective restrictions inserted in the 
preferred stock contract, the various covenants made and the 
penalties imposed, are a constant reminder that preferred shares 
have departed widely from their usual form of a few decades 
ago. Apparently, the modern preferred stock makes a wider 
appeal to the security-buying public than either a highly specula- 
tive common stock on the one hand or a low-interesting-bearing 
bond on the other. 

Guaranteed Stock.—Another type of security that deserves 
some attention goes by the name of guaranteed stock. This 
class of security implies that the dividends on the stock of a 
certain company are guaranteed by another. Guaranteed stocks 
are the result in most cases of railroad consolidation or the 
lease of one line by another, or, less frequently, by arrange- 
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ment between industrial corporations. Instead of the shares 
of the issuing corporation, which is being consolidated with 
another, being bought outright, it has been found more expedi- 
ent in a considerable number of cases for the more prominent 
road to agree to pay periodically a specified dividend on the 
outstanding stock of the road that is being acquired. In this 
way, the payment of the dividend on the stock of the less im- 
portant line #s not dependent upon its earnings, but the divi- 
dend becomes a charge as well against the receipts of the 
larger company. From the standpoint of regularity and amount 
of income, a stock, the return on which is guaranteed by some 
other company, becomes for all practical purposes in the nature 
of a bond secured by the general credit of the guaranteeing 
corporation. 

Founders’ Stock.—This is a type of cape seldom used 
in this country, although in times past it has played an impor- 
tant part in the financial structure of British corporations. It 
is said, however, that it is now less in public favor than for- 
merly. In connection with corporate promotions in Great 
Britain, it was for some time a common practice to pay the pro- 
moters of the company in founders’ shares, sometimes also 
called deferred shares. These would be inferior to the common 
stock, inasmuch as founders’ shares had the last claim of all 
upon the net earnings of the corporation. Usually they had a 
very small par value and, of course, there always was a chance 
that if the corporation was highly successful they would become 
highly desirable securities to possess. It was the common prac- 
tice when these shares were in prominence for the founders’ 
shares to receive something like 50 per cent of the remaining 
profits after the dividends of all other types of shares had been 
apportioned. 

Debenture Stock.—Debenture stock is a relatively uncom- 
mon type of security in this country, and one very difficult to 
characterize because it does not seem to conform to any stand- 
ard type. The General Motors Corporation has an issue of this 
stock outstanding. It is junior to their 7% cumulative preferred 
stock. The E. I. Du Pont De Nemours and Company is re- 
ported to have the following securities in its financial plan: au- 
thorized capital stock, $3 10,000,000 in shares of $100 par value 
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each. This embraces $150,000,000 six-per-cent cumulative non- 
voting debenture stock; $10,000,000 six-per-cent cumulative 
voting debenture stock, and $150,000,000 common stock. The 
Canadian Pacific Railroad Company has a so-called debenture 
stock outstanding, but it conforms more nearly to the type of 
a bond than a stock. On the whole, it is fair to say that 
debenture stock, like founders’ shares, is more of the type of 
an English than an American security. 

Possible Tendency toward Greater Variety of Stocks.— 
During the first quarter of the present century there was mani- 
fested a tendency, at times, toward the introduction of a num- 
ber of rather unusual varieties of stocks. The question was 
raised, here and there, as to whether or not this practice would 
continue until ultimately we would have, perhaps, as large a 
number of different kinds of stocks as we have of bonds. At 
the present time, the indications are that the answer to this 
question will be in the negative. A few specific instances of 
somewhat unusual varieties of stocks will be cited in closing 
this chapter. The Dennison Manufacturing Company intro- 
duced its Industrial Partnership Plan in 1911 and, since 1913, 
has issued from time to time what is called industrial partner- 
ship stock." In 1921, management stock, carrying voting 
power, was put out as the result of Goodyear’s recapitalization ; 
this stock was designed, so it was reported, to place the con- 
trol of the company in the hands of the reorganization commit- 
tee. The E. I. Du Pont De Nemours and Company, through its 
finance committee, authorized, in 1925, an issue of six-per- 
cent non-voting debenture stock. 


*For further reference to this type of stock, see pages 146-148. 
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CORPORATE BORROWING 


Why Corporations Borrow.—Having considered various 
features of that part of the capital which is contributed by 
the owners or proprietors of a business enterprise, namely, 
the capital stock, attention now will be directed to certain gen- 
eral aspects of supplementing this owned capital through the 
process of borrowing. Corporate organizations, and other 
forms of business enterprises as well, such as partnerships and 
proprietorships, have long followed the practice of borrowing. 
This is resorted to, in the first place, because business enter- 
prises do not have, as a rule, sufficient funds of their own to 
carry out, in what would seem to be the best and most profit- 
able way, the purposes for which they were created. A second 
motive for borrowing is that the managers of the business 
enterprises believe that by so doing their net financial return 
will thereby be enhanced. This assumes, of course, that the 
borrowed capital will-be invested in the business. The man- 
agers resort to borrowing, however, in full knowledge of the 
fact that they are assuming the risk of loss while availing 
themselves of the chance of making a larger return than at 
present upon their own capital. In years of prosperity, and 
during adversity as well, interest must unfailingly be paid upon 
borrowed funds if the corporation wishes to keep out of 
trouble. There is always the hope that in the long run a larger 
return upon the total investment may be obtained by borrowing 
rather than by confining business operations entirely to the 
use of the capital owned by the proprietors. 

How Corporations Borrow.—In succeeding chapters, types 
of securities (mainly bonds) will be discussed which are used to 
assemble borrowed funds. There are, of course, other ways 
of creating indebtedness than by issuing bonds or short-term 
notes. Accounts payable, ordinary notes of -hand, and certain 
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other instruments of finance are to be classed along with bonds 
and short-term notes as evidences of corporate indebtedness. 
In the case of the bond, short-term notes, or notes of hand, it 
is easy enough for anyone to appreciate the part these instru- 
ments play in securing borrowed funds. This is not always so 
apparent with the accounts payable, but a moment’s reflection 
should make it apparent that the business corporation that al- 
ways has accounts payable averaging about $100,000, let us 
say, is really being supplied with capital by its creditors to 
the amount of $100,000. Put in another way, this means that, 
if the various concerns extending the credit to the corporation 
in question should suddenly change over to a cash basis of 
doing business, the corporation that has received this credit 
would have to raise $100,000 to meet the new business require- 
ments imposed by its creditors. Thus it is that the recipient of 
credit is virtually being loaned money by its creditors; or it is 
virtually borrowing from them on a relatively short-term basis 
to the amount of their accounts. 

“Trading on the Equity.”—-Our discussion of corporate 
borrowing will first be directed to the consideration of a prac- 
tice which is well-known in financial circles, and which~has 
been ably discussed and analyzed by previous writers.’\_We 
refer to what is known as “trading on the equity.” The term 
as now used in American finance is said to have been borrowed 
from English usage. It illustrates the advantages of borrow- 
ing on the part of business enterprises when business is good 
and on the upward swing, and the dangers of having borrowed 
too freely when business is on the downward swing 

In the corporate form of business organization, the traders 
on the equity are the real owners of the corporate property, 
namely, those who hold the common stock of the corporation. 
Of course, it is understood that the individual shareholders 
cannot resort to trading on the equity, nor can any small group 
of shareholders agree to do so. As already mentioned in an 
earlier chapter, the management of corporate affairs is not car- 

* An excellent discussion of trading on the equity is found in Lyon, Cor- 
poration Finance, complete edition, Vol. I, Ch. II. Other volumes, such as 
GERSTENBERG, Financial Organization and Management and BonNneEvILte, 


Elements of Business Finance, contain interesting discussions on this same 
principle. 
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ried on directly by the shareholders as such, for there is dele- 
gated management. The stockholders vote for directors to 
whom the management of the corporation’s affairs is intrusted. 
It is the board of directors or a committee of the board of 
directors, therefore, that may resort to the practice of trading 
on the equity. The shareholders are the residual owners of 
the corporation’s assets; that is, after all debts have been paid 
or accounted for, the residue of what remains over after prior 
claimants have been satisfied is the equity of the stockholders 
in the assets of the corporation. It is on this residue or final 
equity that the managers of the corporation may “trade.” 
More accurately, it is the final equity that becomes the basis 
of or security for the borrowings that the directors may wish 
to negotiate. If much borrowing is done, the equity for the 
latest loans is likely to become pretty thin. 

Trading on the Equity: When Business Is Good.—The 
advantages of trading on the equity are well known by the 
managers of all types of business enterprise; and the principle 
may be illustrated by taking the case of a proprietor engaged 
in a relatively small form of business venture. Let us assume 
that a proprietor is engaged in a general mercantile business in 
which he is using $50,000 of his own capital; he has not mort- 
gaged his property or otherwise used it as security to get 
additional funds, but is trading or carrying on business solely 
on funds of his own which he has invested in the business. 
He finds that when business is good he makes, let us say, 
16 per cent on his invested capital. Like most forward-looking 
business men, he believes that if he could expand his business, 
after securing additional funds, his total annual net income 
would be greatly increased. Accordingly, he makes inquiries 
from those who have funds to loan and finds that he could 
borrow $25,000 upon the security of his own investment in 
the enterprise at a rate of 6 per cent per annum. Remember- 
ing full well that his rate of return on his own investment 
has been 16 per cent, and finding that he can borrow at the 
rate of 6 per cent, he reasons that, provided he can earn the 
same rate of return upon an investment of $75,000 that he 
has earned upon an investment of $50,000, -it would be good 
business to borrow the $25,000 and invest it in his business. 
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He therefore secures the additional capital and proceeds to 
expand his business. Fortunately for him, business continues 
to be good for the next twelve months and he finds at the end 
of the year that his expectations have been realized. The re- 
turn on the total capital invested is still 16 per cent. It requires 
but little figuring for him to find that after paying 6 per cent 
on his borrowed capital, he has increased the rate of return 
on his own capital investment from 16 per cent to 21 per cent. 
Assuming that business always will be as good as it has been 
in this particular year, what concern would not borrow under 
the conditions assumed ? 

Believing that his business is one in which further expansion 
may be undertaken safely without the danger of reaching the 
point of diminishing returns, this proprietor decides to expand 
still further, provided he can find some one who will lend him 
additional money. Upon investigation, he finds a capitalist 
who will lend him $25,000, provided he will pay 8 per cent 
interest. Accordingly, he borrows this additional $25,000 at 
the rate indicated, and invests it in the business. Prosperity 
still continues, and he finds that at the end of the year he has 
earned 16 per cent as usual on his total capital investment. 
This means that, inasmuch as $100,000 is now invested in the 
business, his earnings for the year total $16,000. From this 
he has to pay 6 per cent on $25,000 and 8 per cent on the 
additional $25,000, a total outgo of $3,500. Subtracting this 
from $16,000, there is left $12,500 as the return upon his 
own personal capital of $50,000. This means a rate of earn- 
ings of 25 per cent on his own investment. In other words, 
by borrowing the additional $25,000 he has increased his rate 
of return on his own capital from 21 per cent to 25 per cent. 
Clearly, the business venture has continued to prove to be a 
profitable undertaking. 

Trading on the Equity: When Business Is Poor.—Let us 
now assume, however, that during the next year business is 
not as good as formerly, and that the return upon the total 
investment falls from 16 per cent to 6 per cent. Upon casting 
up his accounts at the end of the year, the proprietor would 
find that a return of 6 per cent on $100,000 invested would 
yield $6,000. From this amount he has to pay, to those from 
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whom he has borrowed, $1,500 plus $2,000, that is, $3,500 in 
all. Subtracting this from $6,000 he finds that the return upon 
his own capital of $50,000 is only $2,500; this is at the rate 
of 5 per cent. In other words, had he been trading in this 
particular year on his own capital alone, his rate of return 
would have been 6 per cent instead of 5 per cent. Here he has 
lost because of his having borrowed considerably in years of 
prosperity. ~ 

Let us assume for further illustration that during the next 
year business becomes increasingly bad and that the rate of 
return upon the total capital invested falls to 3% per cent. 
This means that the income from the total investment is $3,500. 
From this amount he has to pay as interest on his borrowed 
capital a total of $3,500, so that the return upon his own in- 
vestment is absolutely nothing. Had he been operating his 
business in this poor year, however, without the $50,000 of 
borrowed capital,-that is, had he confined his operations to 
trading upon his own capital, he would have realized 31% per 
cent upon it. 

Trading on the Equity: Conclusions.—Our discussion of 
trading on the equity has ignored one important factor affect- 
ing the earning power of capital invested in a business, namely, 
that of managerial ability. In the final analysis, this is, in most 
businesses, probably the most important factor of all in de- 
termining success or failure. We also have assumed that in 
certain successive years the invested capital has yielded exactly 
the same rate of return. This, of course, is not likely to be 
the case. Though our assumptions in the above illustration 
of the principle of trading on the equity have been arbitrary 
and somewhat removed from what might actually happen in 
business practice, nevertheless the discussion should serve to 
demonstrate a well-recognized principle in the practical finan- 
cial operation of business concerns. It should now be clear 
that trading on the equity or borrowing capital on the basis of 
one’s Own investment in the business is a highly profitable 
venture in years when business is good and on the upward 
swing, but a disastrously venturesome procedure when busi- 
ness changes decidedly for the worse so that earnings are 
greatly curtailed. 
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Application of Equity Trading to Corporations.—We have 
used the case of the proprietor to illustrate the principle of 
trading on the equity, because in this relatively simple form of 
business organization conditions are reduced to their lowest 
terms. Nevertheless, the principle as outlined above is ap- 
plicable in corporate enterprises as well as in all others of sim- 
pler organization. Probably also, the growth of the corporate 
form of organization has not only increased the field for trad- 
ing on the equity, but it also has intensified the desire and 
enlarged the opportunity for this common form of business 
practice. 

There is this difference, however, between trading on the 
equity on the part of corporations as compared with pro- 
prietors. The proprietor is risking his all in a business ven- 
ture; he has not even the vestige of limited liability ; the equity 
upon which he trades is everything he possesses whether it is 
or is not invested in the business. If he borrows money and 
invests it in his business so as to expand it, and finds later 
that he has made a mistake by so doing, he may have to fail. 
Not only his own capital that he has invested in the business 
may then be taken if necessary to satisfy the claims of those 
who lent him money, but also his own private fortune, should 
he have one, may be levied upon to satisfy their legal demands. 
In the corporation, however, if the borrowing transactions 
prove to be unfortunate and the corporation becomes insolvent, 
all that the shareholders stand to lose is the amount of their 
investment. They may lose this, and the creditors’ claims still © 
remain unsatisfied, but the private fortunes of the individual 
shareholders remain intact and cannot be reached by any 
process of law by the disgruntled creditors. 

Practical Illustration of Corporate Borrowing.—The mat- 
ter of borrowing other people’s funds for corporate develop- 
ment has a practical bearing upon a question often confronting 
the managers of corporate enterprises, namely, should we con- 
tinue business with our present investment or expand by issu- 
ing more securities? In order that we may illustrate the effect 
of further borrowing in a concrete case, let us assume that the 
XYZ Corporation has outstanding $2,000,000 of common 
stock, $2,000,000 of 6-per-cent cumulative preferred stock, 
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and $2,000,000 of 5-per-cent debenture bonds. It has been 
proposed to increase the capitalization of the enterprise by 
selling at par $6,000,000 of 6-per-cent first mortgage bonds. 
The former net earnings of the corporation were $420,000. 
Let us assume that it has been decided to issue these bonds ; and 
let us further assume that the corporation will earn after such 
issue the same proportionate rate on the new capitalization that 
it previously éarned on the old capitalization. Under the as- 
sumptions we have made, let us now see what effect the new 
bond issue will have upon the return on the previously existing 
securities. 

Before the increase of the capitalization, the payment of the 
interest on the debenture bonds would take $100,000 of the 
earnings per year; and the payment of the dividend on the 
preferred stock would take an additional $120,000 per year. 
Subtracting the sum of these from the total net earnings we 
find that $200,000-would be left available for dividends on the 
$2,000,000 of common stock. Assuming that all of this bal- 
ance would be used for paying dividends on the common stock, 
the rate would be Io per cent. 

Now let us see what change in the situation has resulted 
from the issue of $6,000,000 of 6-per-cent first mortgage 
bonds. The first claim upon the new annual net earnings of 
$840,000 would be $360,000 to pay the interest on the mort- 
gage bonds. The next claim would be for the interest on the 
debenture bonds, which amounts to $100,000. The dividend 
on the preferred stock would call for an additional $120,000. 
Adding these three items together we get a total of $580,000. 
Subtracting this from the total net earnings of $840,000, we 
get $260,000 now available for dividends on the common stock, 
assuming, as before, that it all will be distributed. This sum 
is sufficient to pay a 13-per-cent dividend to the common stock- 
holders. On the assumptions that we have made, the issue of 
the mortgaged bonds has proved financially advisable so far. 

Let us now assume that after this increase of capitalization 
the earnings of the corporation should shrink in the second 
year so that the net earnings on the total capitalization would 
be 4 per cent. In this case the total net earnings would amount 
to $480,000. Let us now see what return will be forthcoming 
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for all of the securities in the present financial plan of this 
enterprise. The interest on the mortgage bonds calls for 
$360,000 of the total net income. The interest on the deben- 
ture bonds calls for an additional $100,000. These two items 
total $460,000 so that there remains out of the total net earn- 
ings only $20,000 for dividends on the preferred and common 
stock. But $20,000 would permit payment of a dividend of 
only I per cent on the preferred stock and leave nothing for 
the common. The chances are great, therefore, that the divi- 
dend would be passed on the preferred stock and, of course, 
there would be nothing coming to the common stockholders. It 
is clear therefore that the new plan of finance that was proposed 
for this corporation is a fair-weather plan of expansion and 
one that will not appear so favorable during the lean years of 
a business depression. 

Lenders May Possess Varying Degrees of Security.— 
Those from whom a corporation borrows expect, in accordance 
with the terms of the contract underlying the loan, to have the 
principal returned in due course. When the loan is made, 
some lenders require a first lien on specific property as security 
for the debt. If the lien is entirely satisfactory, the rate of 
interest is likely to reflect this situation and it will be relatively 
low as compared with the rate paid to those who have loaned 
their money upon inferior security. Some creditors have no 
special security to fortify their claims, so that they are classed 
as unsecured creditors. 

In the event of insolvency on the part of the borrowing cor- 
poration, all of its property may be taken to satisfy the claims 
of its creditors, and the latter will be marshaled in accordance 
with the strength of their respective claims upon the assets. 
For example, a first mortgage bondholder stands nearer to 
the assets than a second mortgage bondholder in the same 
corporation; and a second mortgage bondholder has a place 
in the line just ahead of the third mortgage bondholder. In 
brief, the secured creditors will be marshaled so as to have 
their claims satisfied in the order of their relative holds upon 
the property in question. If anything is left after these varying 
claims are satisfied, the unsecured creditors will be paid off, 
in so far as the residue of the assets will meet their claims. 
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They may get one hundred cents on the dollar or they may get 
only a fraction of the amounts due them, depending upon how 
much remains to be distributed after the secured debts are paid. 
It might very well be that the assets would be exhausted before 
even the secured claimants were all satisfied; those who were 
the furthest removed from the assets, or who occupied a place 
toward the end of the line of secured creditors, would stand 
to lose a part or the whole of their claims. 

Influences Deterring Corporations from Excessive Bor- 
rowing.—In closing this chapter, there will be pointed out 
certain well-known, though fundamental, principles which 
should serve as a guide to a corporation in seeking an answer 
to the question, whether or not to borrow funds for invest- 
ment in the business. It should always be kept in mind that 
the interest on borrowed funds is a fixed charge and that it 
must be paid both in prosperous and in lean years as well. 
Consequently in those types of businesses where the annual 
earnings are subject to considerable fluctuation, care always 
should be exercised to keep the borrowings down to the point 
where the interest thereon unfailingly can be paid, even in the 
worst possible business year. Generalizing on this matter, it 
may be said that industrials as a class show much greater fluc- 
tuations in earnings than either railroads or public utilities; 
hence, the relative safety involved in borrowing rather exten- 
sively on the part of railroads and public utilities, and the 
relative danger of much borrowing on the part of industrials. 

Another principle for a business concern to bear in mind 
in considering borrowing as a part of its policy of expansion 
is that not all business enterprises can profitably be expanded. 
In certain types of enterprises, a limit is soon reached beyond 
which further expansion is unprofitable. This means that the 
relatively small business unit is the most profitable size in cer- 
tain lines of enterprise, just as the relatively large unit is the 
most profitable in other fields. One of the functions of the 
managers of a business enterprise is to determine the point of 
its most profitable size. When this has been done, borrowing 
should be undertaken very conservatively in enterprises that 
already are near the point of most profitable size; whereas 
enterprises of the other class that are considerably below the 
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point of most profitable size may, other things being equal, 
expand through borrowing. Still another factor which should 
influence corporations in their borrowing policy is the fact 
already pointed out in the foregoing pages that, although bor- 
rowing magnifies profits on personal capital when business is 
good, there is always the danger of loss when business takes a 
turn for the worse. Until the time comes when business con- 
tinues to ride year after year upon an even keel, the dangers 
of being caught in years of depression with too heavy an inter- 
est charge should act as a check to excessive borrowing in years 
of prosperity. Finally, as a matter of practical policy, it prob- 
ably will be found that each successive loan can be negotiated 
only at a higher rate of interest than that which was paid on the 
preceding loan. Consequently, the limit to the rate of interest 
that profitably can be paid will be reached by the borrowing 
corporation sooner or later. 

The Rate of Interest on Loans.—In the case of larger cor- 
porations borrowing substantial sums over a long period of time, 
the rate of interest to be paid is a matter of considerable mo- 
ment. If, for any reason, the rate of interest is high when 
funds are greatly needed, the chances are that a corporation in 
need of long-term funds will not only borrow as little as pos- 
sible but also arrange for a short-term loan, in the hope that 
it can thus be carried along safely until loanable funds become 
more plentiful and the rate of interest falls. 

One might think off-hand that a difference of one-half of 
one per cent in the rate of interest on a loan would be an imma-. 
terial amount in the eyes of the managers of a large corpora- 
tion. This is not the case. Gerstenberg* has calculated that 
a corporation that pays a rate of 5 per cent instead of 5% 
per cent in borrowing $1,000,000 for a period of one hundred 
years would save a sum which, assuming its accumulation at 
5 per cent compound interest, would in the one hundred years 
amount to $1,315,012.58. This is an amount in excess of the 
principal of the loan! 


* GERSTENBERG, C. W., Financial Organization and Management of Busi- 
ness, Pp. 170-171. 
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MORTGAGE BONDS 


The fundamental distinction between a stock and a bond was 
pointed out in a former chapter (XII). Just as a stockholder 
is a proprietor in the enterprise that issues the stock, so a bond- 
holder is a creditor of the bond-issuing organization. A cor- 
porate bond is a written promise to pay a definite amount of 
money at some specified time in the future, the time of pay- 
ment being a matter generally of several years from the date 
when the bond was issued, interest at a given rate being paid 
quarterly, semi-annually, or annually. This definition, of 
course, holds good only in a general way. For example, there 
are cases where the principal of the bond is irredeemable, 
the debt which it represents being a permanent one. Again, 
the rate of interest on the bonds may be subject to change, at 
some specified date. These cases, however, are the exception 
rather than the rule. 

Comparison of Note of Hand and Bond.—It will contribute 
to the general understanding of the nature of bonds, particu- 
larly mortgage bonds, to give, as a preliminary, some attention 
to the nature of a note of hand; for, in certain particulars, 
the bond is not unlike this simpler instrument. A note of hand, 
or a promissory note, may be described as a written promise 
made by one party to pay to another, or his order, a certain 
definite sum of money without condition, either on a definite 
date in the future or upon demand. Promissory notes come 
into existence for various reasons, such as when one party bor- 
rows money from another, or in settlement of a debt, or when 
money is borrowed upon the security of a mortgage on a defi- 
nite piece of property. When nothing tangible has been pledged 
for the payment of the note, it is said to be unsecured, whereas 
when some definite property has been so pledged, the note is 
said to be secured. 
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Note Secured by Mortgage of Property.—If a person who 
owns a house and lot, valued, let us say, at $25,000, upon which 
there are no encumbrances whatsoever, should wish to borrow 
$10,000, secured by a first mortgage upon the house and lot, 
the householder would go to a savings bank or trust company 
or some other institution or individual having funds to loan on 
good security and would undertake to make arrangements for 
securing the money. No matter how good the title to his 
property seems to the owner (the mortgagor), the mortgagee 
(the one who furnishes the money to the mortgagor) would 
require that the title to the property be searched and that it (the 
title) be insured or certified by some competent party before the 
money would be forthcoming. In all probability, after pre- 
liminary arrangements had been made, the mortgagor and the 
mortgagee would meet in the office of a firm of lawyers that 
makes a business of attending to real estate transfers for a 
consideration, and that enjoys a high reputation for certifying 
the titles to property. When the parties have assembled, the 
mortgagee or his legal representative would present a promis- 
sory note for $10,000, bearing the agreed rate of interest, and 
the mortgagor would sign this note. This is a promise to repay 
with interest the money that is loaned. The mortgagor would 
then be required to sign the mortgage document, which gives 
the mortgagee prior claim upon the house and lot in the event 
that the interest and principal are not paid as agreed. A cer- 
tificate of title * or a certificate of insurance of the title, accord- - 


*A certificate of title, acceptable in certain parts of the country, is a rela- 
tively simple document reading, in a typical case, somewhat as follows: 


New Haven, Connecticut, April 1, 1929 

From an examination of the Land Records of the town of New 
Haven we are of the opinion that so far as appears from said 
Records, John Doe, of said Town of New Haven, is the owner in 
fee simple, free from all encumbrances, except such as are here- 
inafter mentioned, and building lines of a certain parcel of land with 
all the buildings thereon situated in said Town and bounded 
Easterly, (description of boundary here) 

Southerly, (description of boundary here) 

Westerly, (description of boundary here) 

Northerly, (description of boundary here) 
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ing to the custom of the place or agreement between the parties 
concerned, would then be handed over to the mortgagee by a 
representative of the legal firm above referred to, so that the 
mortgagee may be assured that the borrower has a clear title 
to the property about to be mortgaged and that he has not 
already previously pledged the same property for the security 
of aloan. The house, of course, would be covered by fire insur- 
ance, and the*interests of the mortgagee would be cared for in 
the “mortgagee clause.” After such business arrangements 
have been attended to, the representative of the mortgagee 
hands the mortgagor a check for $10,000, and the transactions 
for the time being have been completed. 

Foreclosure When There Are One or More Mortgages.— 
When the covenants set forth in the mortgage document are 
not lived up to, particularly when interest is not met as agreed 
and principal not -paid at maturity, the holder of the mortgage, 
if satisfaction cannot be obtained otherwise, may initiate fore- 
closure proceedings. This means that he will endeavor to 
secure from a court of competent jurisdiction an order for the 
sale of the property subject to mortgage, so that, from the pro- 
ceeds of the sale, the debt due the mortgagee may be satisfied. 
Time was when, under the common law, the mortgagee, if the 
debt was not paid when due, could seize the mortgagor’s 
pledged property and come into full possession of it, even 
though it were worth much more than the amount of the debt. 
This proved to be so hard upon the debtor, however, that a 
more just arrangement was provided under equity proceedings, 
whereby the debt was satisfied from the proceeds of the sale 
of the mortgaged property and then, if any balance remained, 
it belonged to the debtor. 

Under present-day procedure where foreclosure and sale is 
resorted to, the first claim on the proceeds is the cost of defray- 
ing the necessary expenses incurred in foreclosure proceedings. 


Being the same premises conveyed to said John Doe by deed from 
Richard Roe dated March 1, 1929 (Vol. 000, p. 000.) 
Taxes List of 1928 payable in 1929 
Signed (Signature of the firm of At- 
torneys here that enjoys high 
reputation for certifying the 
titles of property). 
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Next, the mortgagee has his debt satisfied; and if anything 
remains, it belongs to the mortgagor. This assumes that there 
is only one mortgage on the property. Furthermore, it should 
be stated that if the mortgaged property does not bring enough 
when sold to pay the mortgage note, the buyer is given a clear 
title to the property he has purchased, but the debtor is still 
indebted to the holder of the old mortgage note for the unsatis- 
fied balance. 

When there is more than one mortgage on a property, the 
situation under foreclosure proceedings becomes more com- 
plicated. Let us assume, for illustration, that there are three 
mortgages on a piece of property—a first, second, and third 
mortgage. The third is, of course, junior to the second and 
first, and the second is junior only to the first. It is a well- 
recognized principle that if foreclosure proceedings are under- 
taken and carried out respecting any one of a series of mort- 
gages, there is thus necessitated also the liquidation of any 
mortgage or mortgages junior to the one foreclosed. Thus 
foreclosure of the second mortgage, in the case here assumed, 
does not necessarily affect the first mortgage, but it would bring 
about the liquidation of the third mortgage. The property 
bought under foreclosure proceedings of a second mortgage 
would still be subject to the encumbrance of a first mortgage. 
The claim of the second mortgagee would be paid if the pro- 
ceeds from the sale were ample, and so also would that of the 
holder of the third mortgage. If all successive claims in the 
series in the order of their priority cannot be satisfied, the mort- 
gagee or mortgagees who are not paid in full must look to the 
debtor personally for the satisfaction then or later of the unpaid 
claim, and not to the property (or the new holder thereof) that 
has passed into new hands. 

Corporate Borrowing on Mortgage Bonds.—The borrow- 
ing by a corporation through the instrument known as a bond 
secured by a mortgage on property is a business ‘arrangement 
somewhat similar to the simple case of the real estate mortgage 
described above. There are certain outstanding differences, 
however. Thus, the amount that corporations often wish to 
borrow on mortgage is a sum which is not only beyond the 
amount that a great proportion of money-lending organizations 
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have to lend, but such organizations as have these large sums 
available for loaning would not wish to loan to any one party 
the large sums which corporations often wish to command. 
In view of the fact that property to be pledged for the security 
of a loan, made in the aggregate by several parties, is often not 
easily divisible into a number of parts corresponding to the 
number of prospective lenders, there was devised by some per- 
son or persons, in order to meet this general situation, the plan 
of executing a single mortgage document for the security of not 
one note but, in some cases, hundreds or thousands of notes 
which would be issued in even denominations and ultimately 
distributed widely. The holder, for example, of a $1,000 bond, 
which is a part of a $10,000,000 issue, has as his security the 
mortgage document that was issued and which is in the hands 
of a trustee (commonly a trust company) for his protection 
and for the proteetion of all other bondholders under the same 
issue. This was a very clever device for getting together large 
sums of money, all equally secured by a single mortgage, with- 
out undertaking to split up the physical property into units for 
the security of individual bonds. 

Again, it is the usual case, in the ordinary real estate mort- 
gage, for the mortgage to be on a specific property, all of which 
is then existent and easily identified. In corporate borrowing, 
however, where property is mortgaged as the security for the 
notes (or bonds) issued by the debtor corporation, the mort- 
gage may be a specific mortgage on existent and carefully speci- 
fied property, or it may take the more general form covering 
the entire property of the debtor even though it may be of 
several kinds. It may even contain what has come to be known 
as the “after-acquired-property”’ clause, under which property 
directly acquired by the debtor corporation throughout the 
lifetime of the mortgage automatically is added to the other 
property of the company as security for the bonds issued under 
the mortgage in question. 

Function of the Trustee in a Mortgage Bond Issue.—The 
bringing in of a third party (the trustee) in a mortgage bond 
agreement was both a necessary and a clever device. The 
trustee nowadays is commonly a corporate organization rather 
than a natural person—a trust company, for example, rather 
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than an individual. Some bond issues run for a very long 
period, much longer than the lifetime of a natural person. Ac- 
cordingly, it is rather generally believed desirable that the 
trustee selected should have perpetual existence in order that 
there always may be a party, not subject to the inevitable human 
frailty of death, to see to it that all the terms of the agreement 
between the mortgagor and the creditor bondholders are lived 
up to. Another advantage of choosing a trust company instead 
of a natural person as trustee is that the former is likely to 
have large assets which may be viewed as a protection to the 
bondholders in case the trustee fails ignominiously in the execu- 
tion of the trust. The trustee, it should be remembered, is, to 
all intents and purposes, a representative of both parties to 
the mortgage agreement, although the trustee is looked to by 
the bondholders to represent their particular interests in the 
event that their interest money is not regularly paid in accord- 
ance with the terms of the agreement under which the bonds 
were issued. 

A moment’s reflection will reveal how necessary the trustee 
becomes in the case of corporate borrowing as represented by 
bonds secured by mortgage. It is not at all likely that the 
persons who hold the bonds of a corporation or, more particu- 
larly, that the bondholders of a single issue of bonds that has 
been put out by a corporation know much, if anything at all, 
about each other. They do not all live upon a single street 
in a single city, nor do they meet each other socially or at 
church or at any other organization. They may live hundreds 
or thousands of miles apart, and each may be quite ignorant of 
the whereabouts of all the others. Now it should be recalled 
that the mortgage document has been prepared for the purpose 
of securing equally all the bondholders under any particular 
issue of bonds, regardless of whether their individual holdings 
are large or small or where these holders happen to be located. 
If there should be undue delay or actual default in the pay- 
ment of the interest on the bonds and eventually the principal 
itself, it would be a very difficult matter, approaching even the 
impossible, to assemble all the bondholders at one place—in 
a court of competent jurisdiction, for example—for the pur- 
pose of undertaking to enforce the delayed payments, or for 
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bringing pressure to bear upon the court to safeguard their 
interests in other directions. In order to get around this 
difficulty, the plan was devised of having the mortgage executed 
in favor of a third party, a trustee, who could be empowered 
to represent the bondholders in any matter such as that which 
we have just outlined. This means that instead of the owner 
of one or more bonds under a corporate bond issue holding a 
mortgage as Security for the money which he has loaned to the 
corporation when he bought the bond, the trustee holds the one 
and only mortgage document that has been issued. This is 
just as binding upon the issuing corporation as though each 
individual bondholder were in possession of a mortgage docu- 
ment himself. As a matter of fact, inasmuch as a borrowing 
corporation may, under the law, have the mortgage executed 
in favor of a trustee as a representative of all the creditors 
under this mortgage instead of to the person or persons who 
lend the money, there is thus created a situation whereby a 
single corporate mortgage can secure an almost unlimited issue 
of corporate bonds. 

The Duties of the Trustee.—The duties of the trustee under 
a corporate mortgage will probably be set forth in the mort- 
gage document when drawn. Briefly, the main duties of the 
trustee consist in enforcing the rights of the bondholders in 
the event that there has been a default in the payments as set 
forth in the mortgage document; to authenticate the bonds as 
they are issued in order to insure the purchaser that they are 
genuine, and to prevent the possibility of an over-issue. In 
general, it is the further duty of the trustee to represent the 
bondholders in the protection of all their rights as set forth 
in the mortgage document and as recognized under the law. 

Content of a Corporate Mortgage Instrument.—The ordi- 
nary real estate mortgage is a relatively short document of one 
or two pages; but the corporate mortgage tends to be a rather 
bulky document, constituting at times a hundred or more 
printed pages. There is no hard and fast standard form for 
corporate mortgages. Nevertheless, there are certain clauses 
which are inserted in mortgage documents, and the general 
provisions of the document are more or less standardized. 
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Clauses covering the following matters’ are found in practi- 
cally all cases in the modern corporate mortgage, although it is 
quite possible to add many other provisions that are not con- 
trary to the law: 

1. The date when the mortgage becomes effective. 

2. The parties to the contract, namely, the corporation, 
usually designated as the party of the first part, and the desig- 
nated trustee, the party of the second part. The latter, as 
already indicated, is assumed to represent the bondholders. 

3. The preamble. This sets forth the legal status of the 
corporation, its state of incorporation, its capitalization, to- 
gether with a list of the properties owned and, in the event that 
it has leases in operation which are a material part of the mort- 
gage, they also will be set forth. The preamble may contain 
also a statement of the reasons why the bonds are being issued, 
what the proceeds from them are to be used for, and so on. 

4. There will probably be contained in the early part of the 
mortgage document a copy of the stockholders’ resolutions ap- 
proving the issue of bonds in question, together with a copy of 
the directors’ resolutions respecting the same. If the law re- 
quires a state commission to grant its authority for the issu- 
ance of the bonds in question (as may be the case if the issuing 
corporation is a public utility), a statement will be made set- 
ting forth the consent of the state commission to this particular 
issue; and, in general, a statement is likely to be made to the 
effect that in all respects the law relating to bonds and mort- 
gages has been carefully complied with in drawing up this 
issue. 

5. After this, there probably will follow a copy of the full 
text of the bond, of the interest coupon, and other pertinent 
data with respect to the issue of the bonds, the trustee’s cer- 
tificate, and so on. 

6. There then follows, in all probability, a statement of the 
conveyance of the pledged property to the trustee and a state- 
ment of the corporation having received a consideration for 
such act. 

7. If not already stated in detail in paragraph 3 mentioned 
above, there would be included at some point in the document 

*Compare LaGerguist, Investment Analysis, pp. 113-117. 
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a detailed description of all the property of all kinds that is 
pledged for the security of the bonds. Here would be included 
among other things a full description of the tangible property 
itself, if such exists, a statement of the franchise, of all trade- 
marks, patents, and so on. An underwriters’ appraisal might 
also well be included. Any lien of any kind on any of the 
property enumerated should be stated in detail. 

8. In the event that the mortgage is to contain the after- 
acquired-property clause, this usually would be inserted imme- 
diately following a description of all the properties now pledged 
for the security of the bonds. 

g. The duties of the trustee, his rights and obligations, would 
be included, together with a statement of the accepiance of the 
mortgage ee on the part of the trustee. 

10. If not previously stated in the foregoing, ee would be 
included a promise on the part of the issuing corporation to 
pay the interest on the bonds when due, ferethe: with the prin- 
cipal when it is due. The place where such payments will be 
made is usually designated, as well as a statement governing 
the registration and authentication of the bonds and coupons. 

11. The issuing corporation indicates its willingness to pay 
all claims which may be necessary to maintain the mortgaged 
property as a prior claim for the bondholders. To this end it 
agrees to pay taxes, governmental charges, insurance, etc., 
so that the property cannot be seized in default of such pay- 
ments. Ordinarily, a statement is made in the mortgage that 
the mortgagor is bound to keep the property in good repair 
and, in general, up to a certain standard of excellence. 

12. Any extraordinary or special provisions regarding the 
bonds will, of course, be inserted. For example, if the mainte- 
nance of a sinking fund has been contemplated in the prelimi- 
nary arrangements, there will be set forth in the mortgage 
document a statement of the way in which such fund shall 
be accumulated. Again, if the issuing corporation is to have 
the right to call the bonds upon any interest date, or if there is 
any special arrangement with respect to the retirement of such 
bonds, all this would be set forth in the mortgage document. 
Moreover, if any part of the proceeds of the sale of the bonds 
under this mortgage agreement is to be used for paying off a 
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former issue, the details of the plan would, of course, be re- 
corded here. 

13. There would be set forth here or elsewhere the procedure 
following defalcation in interest or principal. 

When the document is in final shape, having already been 
passed upon by the attorneys of the corporation and of the 
trust company that is acting as trustee, the completed document 
is signed by some official of the party of the first part (usually 
the president) and by a representative of the trust company 
as trustee. Care should always be taken that the terms of the 
law with reference to the execution of the document are com- 
plied with. 

Several copies of the mortgage are prepared, and the com- 
pleted document, when duly attested and executed by all parties 
concerned, is registered and recorded at the place, and with 
the officials, required by the law of the jurisdiction in question. 

Fixing the Date of Bond Payment.—As indicated in the 
definition of a bond as given in the first paragraph of this 
chapter, the issuing corporation, in many instances, commits 
itself to the paying of the principal of the bond at some specified 
time in the future. This is one of the characteristic features 
of a bond as contrasted with stock. There are many different 
plans of arranging for the maturity of bonds, inasmuch as there 
has been no standardization of this matter. It sometimes hap- 
pens that the time of the payment of a bond is contingent upon 
the happening of some important event. For example, it might 
be that when the bonds originally were issued some important - 
feature of the franchise, assuming a public utility issue, had 
not yet become effective, and the bond contract might state that, 
if certain features of the franchise should not be realized as 
expected, the bondholders might ask for the repayment of the 
principal sum of the bond at an early date, perhaps immediately 
upon the failure of the important anticipated point in the 
franchise. 

It is rather common, however, for the time of the payment 
of the bonds to be some exact date in the future as, for exam- 
ple, forty years after the first issue of the bonds. Also, it is 
rather common for bonds to be issued with an option on the 
part of the company to repay the principal at two future dates 
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mentioned in the bond. Thus an issue might be repayable in 
ten years or not until forty years, at the option of the company. 
Such a bond is popularly referred to as a 10-40 year issue. 
There seems to be a tendency at present for the time of repay- 
ment of railroad bonds to be projected far into the future. 
Thus, there are some issues which run for a hundred years or 
more. Ina circular that we have before us, issued by an invest- 
ment house in advertising certain railroad bonds, two issues 
that they are featuring do not mature until 1997 and 1908, 
respectively. The long time which many railroad bonds now 
run is, in a way, a recognition of the fact that the bonded debt 
of a railroad is a permanent feature of its financial plan; and 
instead of resorting to the practice of paying off the bonds or 
of refunding them upon a relatively early date of maturity, it is 
becoming rather customary to have the bonds mature at a date 
so that the members of the generation that buys them would 
not be able to realize the principal during the bondholders’ 
lifetime directly from the issuing railroad. Attention has been 
directed by one writer to the fact that an interesting issue of 
government bonds was made during the Great War by one of 
the continental participants in that great struggle. The inno- 
vation referred to is the fact that the terms upon which the 
bonds would be retired and the date of maturity were not an- 
nounced in the issue but were to be disclosed later on. Certain 
government bonds have been issued whereby no maturity date 
has been aiinounced but where the government has the right 
to pay them off, if it so desires, after a certain specified time. 

Bond Interest.—As already stated in a previous paragraph, 
it is the usual custom for the bond to bear a specific rate of 
interest which, even upon long-term securities, is not to be 
changed. Various factors influence the rate of interest which 
a bond carries, such as the opinions of the underwriting bank- 
ing houses, the conditions of the bond market when the bonds 
are about to be issued, and the particular line of enterprise in 
which the issuing corporaton is engaged. As a general proposi- 
tion, as all security purchasers know, the rate of interest on a 
bond is determined chiefly by the security back of the issue. 
A bond that is virtually a riskless bond, especially if it is issued 
by a government of the highest standing in the financial world, 
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bears a relatively low rate of interest; whereas a bond of a 
business enterprise whose financial standing is not the highest 
would naturally bear a considerably higher rate of interest. 
We have assumed in the consideration of both types of issues 
just mentioned that the bonds are to be marketed at par. If 
they are to be sold at a considerable discount, the rate of inter- 
est naturally, of course, would be lower than if the bonds were 
to be marketed at par or slightly above. 

Closed Mortgages and Open-end Mortgages.—A closed 
mortgage bond issue may be described as one whereby no future 
issues may be put out under the original mortgage. More 
specifically, in a closed mortgage bond issue no further bonds 
may be issued having exactly the same security as the first 
issue. In the event that further bonds are issued by the same 
corporation under a new mortgage, they would be distinctly 
inferior to the original issue and would normally be called 
second or, assuming a second bond issue, a third mortgage 
issue. In contrast to the closed mortgage bonds there are what 
are known as open-end mortgage bonds. These, as the name 
indicates, are permitted to be issued under the identical mort- 
gage; and the second and succeeding issues have actually the 
same security as those which originally were sold. Assuming 
that four issues at four different dates have been put out se- 
cured by the original mortgage, the holders of the fourth 
issue would have exactly the same security as would the holders 
of the first, second and third issues. 

Two Types of Open-end Mortgages.—An examination of 
open-end mortgage bond issues discloses the fact that these 
may be divided into two general classes. In one class, there is 
stated in the mortgage a figure representing the total bonds to 
be outstanding which, under no circumstances whatsoever, can 
be exceeded, although it is not necessary, as in a closed mort- 
gage bond issue, that all of these bonds must be issued at once. 
The second type of open mortgage bond arises when the 
mortgage contains no figure which the total may ever exceed. 
Usually, in this case of open-end mortgage bond issues, the issu- 
ance of more bonds than those originally put out is contingent 
upon the development of more units of the property repre- 
senting the security of the bonds. For example, a railroad 
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having one thousand miles of track might arrange for a bond 
issue, permitting it to sell at once, on the basis of its property, 
part of the bonds, to a certain principal sum; but in order that 
later on bonds would not be gotten out too rapidly or freely, 
some promise or safeguard would be inserted forbidding fur- 
ther issue until the building of more track, and providing also 
that the road might not be bonded in excess of a certain num- 
ber of thousands of dollars per mile of such new extension. 
The After-acquired-property Clause and Its Avoidance.— 
As stated above (page 203), the after-acquired-property clause, 
when inserted in a mortgage, adds to the security behind the 
bonds all property directly acquired by the corporation issuing 
the bonds, after the bonds are issued, and any time while the 
bonds are outstanding. In a word, all after-acquired-property 
automatically is lumped with the other property of the cor- 
poration as security for the bonds issued under its mortgage 
in question. It may be of interest to state that the after- 
acquired-property clause (page 203) is nowadays generally 
omitted in drawing up closed mortgages; whereas, in the prep- 
aration of open-end mortgages it is rather generally inserted. 
There have been found ways of getting around the after- 
acquired-property clause where its existence would seem to be a 
handicap to the corporation whose property is thus mortgaged. 
One way is to create a new corporation to hold the property 
about to be acquired, all the stock of which corporation will be 
owned by the old corporation, so that the entire management 
of the affairs of the subsidiary will be in the hands of the older 
concern. In this way prior lien or absolutely first mortgage 
bonds may be issued with the entire property of the new cor- 
poration behind these bonds, no prior claimant existing. In 
order to increase the apparent security of the issue and to add 
to their marketability, the bonds of the subsidiary corporation 
may be either assumed or guaranteed by the parent concern. 
The significance of either of these acts will shortly be consid- 
ered (pages 261-265). Again, the equipment trust bond, 
presently to be discussed, is another device for using property 
about to be acquired as direct security for a bond issue, even 
though a mortgage containing the after-acquired-property 
clause is already in existence covering the entire property of the 
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company in question. This arrangement virtually places very 
necessary property in the hands of a company—rolling stock 
in the hands of a railroad, for example—without giving the 
latter title to the property until it is practically worn out. 

First, Second, Third, etc., Mortgage Bonds.—It has been 
common, particularly in the railroad field, for mortgages to 
be drawn, bearing a later date than that of the first mortgage, 
which have a second or third or even later claim upon the 
pledged property. As the name indicates, the first mortgage, 
strictly speaking, is one which represents the first claim, literally 
interpreted, against the property described in the mortgage. It 
should be said, however, that the word “first” as applied to a 
mortgage issue may be somewhat misleading. In other words, 
it is necessary that the terms of the mortgage be looked into 
carefully by the buyer of the bonds secured by a so-called first 
mortgage in order that the exact claim of the holder of the 
bonds upon the property may be clearly understood. It is com- 
mon nowadays for business to be so organized that a parent 
company controls a number of operating subsidiary concerns. 
Often each such subsidiary concern is covered by a bona fide 
first mortgage, although the parent company itself may also 
have issued a so-called first mortgage upon its property. The 
holders of the first mortgage bonds of the parent company 
would probably find, however, in the case of a detailed analy- 
sis, that their bonds are actually subsidiary to the so-called 
prior lien or first mortgage bonds of the operating company or 
companies owned by the parent company. 

There are cases where second mortgage bonds are well se- 
cured even if they are actually junior to a first mortgage issue. 
This is notably true in those cases where the first mortgage 
bond issue represents only a part—so per cent, let us say—of 
the value of the underlying property. Of course, the value of 
the property is not the best index of the real value of the 
first or second mortgage bonds on such property, because in 
the final analysis the interest on bonds, whether they be of the 
first or second mortgage type, can be paid only when the prop- 
erty possesses a substantial earning power. It is relatively 
uncommon nowadays for bond issues to be floated which bear 
the title third or fourth. This is probably due to the fact that 
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many buyers of bonds refuse to become interested in an issue 
bearing the name third or fourth mortgage bonds. If it be- 
comes necessary for the issuing corporation to put out bonds 
which actually have a third or fourth claim upon the assets, it is 
likely that some name other than third or fourth will be applied 
to meet such objection as has been indicated. 

A common term in the investment field is first refunding 
mortgage bonds. Strictly speaking, these are not likely to be 
first mortgage bonds, as the name might indicate to the uniniti- 
ated. These have probably been issued to pay off certain prior 
liens, and it is perhaps the expectation of the issuing company 
that when the underlying bonds have really been paid off 
from the proceeds of selling the first refunding mortgage bonds, 
the latter will actually become a prior lien issue. In some cases, 
so-called first refunding mortgage bonds continue for a long 
time, if not throughout their whole life, to all intents and pur- 
poses, a second mortgage bond issue. This is particularly true 
when the underlying bonds are not all paid off. 

The term “first,” as applied to such securities as are often 
called first consolidated mortgage bonds, may prove to be mis- 
leading to the unseasoned investor. As a matter of fact, it 
may well be that a bond issue bearing the name first consoli- 
dated mortgage bonds is actually not a first mortgage issue 
at all, but a junior security. A good illustration of this is 
mentioned by Jordan.’ One case is that of the First Consoli- 
dated 5’s of the Atlanta Consolidated Street Railway. These 
bonds are subject to the prior lien of the Atlanta Street Rail- 
road First 6’s of 1930. An extreme case of an issue of railroad 
bonds having, it is said, sixteen bond issues whose claims are 
prior to those about to be mentioned, is the “Prior Lien’ 4’s of 
1996, issued by the Erie. 

Divisional Mortgage Bonds.—There are several special 
types of mortgage bonds, some few of which will be mentioned 
here. It should be said, however, that practically every one of 
the innumerable mortgage bond issues outstanding in this coun- 
try, no matter what name it carries, has certain features peculiar 
to itself; so that the mere name of an issue carries little sig- 
nificance or weight with the seasoned investor. He looks be- 


1 Jorvan, D. F., Investments, second edition. 
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hind and beyond the name to the bond itself and to the bond 
contract upon which the bonds are based. To the uninitiated 
investor, the name of a bond in some instances may be actually 
misleading. In spite, however, of individual differences with 
respect to this point or that, mortgage bonds tend to conform to 
certain more or less definite types, several of which are well 
recognized by writers and other authorities on securities issues. 
Some of the types usually so recognized will now receive pass- 
ing attention; and the first to be considered is the divisional 
mortgage bond, often called simply divisional bonds. 

The name is usually associated with a steam railroad and, 
as a matter of fact, most divisional issues have originated from 
some forced or necessary plan of railroad finance. Nevertheless, 
there are so-called divisional issues based upon a section or 
sections of a street-car railroad; and in the hydro-electric and 
even in the manufacturing fields the divisional bond has ap- 
peared. Historically, however, divisional bonds in this country 
suggest a special type of railroad issue; and in practically all 
cases they are first mortgage issues, each secured by specific 
tangible property—a portion of a railroad, for example, usually 
a “division.” 

Like most types of bonds, divisional bonds are not uniformly 
good or bad from the investor’s standpoint. Each should be 
judged as an investment in the light of all the attendant cir- 
cumstances. If a certain division or section of a railroad is so 
strategically located with respect to natural resources, indus- 
trial development and population that, stripped of all other - 
divisions or sections of the railroad, it would be a good business 
proposition and a paying one to keep the division running, one 
could almost say without reserve that, if divisional bonds are 
in existence which are secured by a first mortgage on such 
division, they would be expected to be a high-grade investment. 
If, on the other hand, the division in question has outgrown 
its usefulness to the railway system as a whole or has never 
been a paying proposition, bonds secured by a first mortgage on 
such division would be of somewhat questionable value. De- 
fault of interest on these bonds would scarcely affect adversely 
the general credit of the parent road, and the latter might wel- 
come passing over the management of the division’s affairs to 
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the divisional bondholders under the terms of the mortgage 
agreement respecting default. 

Divisional bonds are often guaranteed as to interest and 
principal by the parent company. The prospective buyer of 
such guaranteed bonds should be careful not to overestimate 
the value of such guarantee, but he should look into the under- 
lying value of the mortgaged division to the road as a whole. 
For, as variotis authorities have pointed out, if the division does 
not turn out to be valuable to the main line, the guarantee 
might prove also to be of little or no value. 

General Mortgage Bonds and Allied Types.—There are a 
number of names applied to bonds, such as general mortgage 
bonds, general first mortgage bonds, blanket mortgage bonds, 
consolidated mortgage bonds, general or consolidated mortgage 
bonds, and so on—names which are often confused with each 
other and which, at times, are used by some persons inter- 
changeably. Certain technical differences, however, are to be 
found in issues bearing these various names. General mort- 
gage bonds are issued more usually by a railroad company than 
by any other type of business organization. Many railroads 
were built more or less piecemeal and later were consolidated 
into systems. The original sections or divisions are sure to 
have been covered at the time of their construction by one or 
more mortgages, and in many instances the original bonds or 
their successors are still outstanding. The railroad system 
probably has a value greatly in excess of the sum of all the 
existent mortgages on sections of the road. As most railroads 
need from time to time considerable new money for expan- 
sion, it has been found that a good way to get such money 
for present and future expansion is to issue new bonds secured 
by a general mortgage upon the whole property. Such new 
bonds are, of course, subject to, or junior to, the outstanding 
issues on sections of the line. Sometimes bonds of this type 
are called general first mortgage bonds; but the name is more 
or less misleading where “‘first’”’ is inserted in the issue, because, 
after all, the bonds are junior to the issues covering the sections 
of the road. Possibly the general first mortgage bonds may 
have a prior claim on a minor part of the mortgaged property ; 
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and if this is the case, the issue will usually be called general 
and first mortgage bonds. 

Blanket Mortgage Bonds.—Blanket mortgage bonds, so 
called, are almost identical with general mortgage bonds. Some 
authorities, however, make a technical distinction between the 
two. General mortgage bonds are issued against different 
properties which are owned, managed and operated as a unit by 
a single corporation; whereas blanket mortgage bonds are 
secured, in a typical case, by a mortgage on a number of sepa- 
rate properties so unrelated to one another that each has prac- 
tically no common use with the others. The term “blanket” 
mortgage is not in favor in financial nomenclature in this coun- 
try at present, so that this term, in the railroad field, is very 
largely being replaced by the term general mortgage. 

Consolidated Mortgage Bonds.—Consolidated mortgage 
bonds, practically always put out by railroads, are often issued 
when a number of subsidiary companies have been consolidated 
into a single organization. It may be that each of the units 
so consolidated has bonds outstanding; nevertheless the first 
issue of consolidated bonds might bear the name consolidated 
first mortgage bonds. Consolidated mortgage bonds of this 
type are practically identical with general mortgage bonds. An- 
other type of consolidated mortgage bonds is that which is put 
out to “consolidate” a number of bond issues already outstand- 
ing on formerly separate units of property which have been 
brought into a single system. This type of consolidated bond is 
virtually the refunding type, for the issue is designed to retire - 
earlier issues as they mature—thus consolidating them all into 
one new issue which is a substitute for the many. 

Special-security Bonds.—There is a miscellaneous group 
of corporate bonds bearing different names which have the 
common characteristic that they are secured by direct prior lien, 
as witnessed ordinarily by a first mortgage, upon some specific 
terminal property used by a railroad or other transportation 
company; or upon an important bridge; or even, in a few in- 
stances, upon other real estate, such as that of the Western 
Union Telegraph Company, whose Real Estate 41%4’s of 1950 


*See Roriins, M., Municipal and Corporation Bonds, pp. 13-14, and 
Lacerguist, W.. E., Investment Analysis, pp. 675, 686. 


MORTGAGE BONDS 217 


are a typical example. They are secured by properties of the 
Western Union Telegraph Company in New York and Chi- 
cago, such properties consisting primarily of land and buildings. 
Other types of bonds which fall within this same general 
class of special-security bonds are wharf bonds, dock bonds, 
warehouse bonds, and others of a similar nature. A brief 
consideration of some of these will now be undertaken. 
Terminal Bonds.—It is a well-known fact that railroad ter- 
minals are used in many of our larger cities by more than one 
railroad. Such terminals often are not owned directly by the 
railroads in question but by a terminal company which itself 
has issued so-called terminal bonds to provide a considerable 
percentage of the money required for the construction and 
equipment of the terminal. When the terminal is ready for 
use, the terminal company makes contracts with the railroad 
companies which are to use the railroad terminal, and these 
contracts set up the conditions under which any one of the rail- 
roads in question may have use of the terminal property. The 
charges made to the railroad by the terminal company cover the 
interest on the bonds and include various additional charges for 
adequate maintenance of the property. In many cases, the 
bonds issued by the terminal company and sold to investors are 
guaranteed by the railroads availing themselves of the termi- 
nal facilities. It may be that a single railroad may use the 
terminal property. If such terminal was constructed directly 
by the railroad in question, rather than by a terminal company, 
the after-acquired-property clause in a mortgage previously 
executed by the railroad company, if such mortgage and claim 
exists, as is likely to be the case, would place such terminal as 
additional security for the bonds issued under such mortgage. 
Here lies the reason, therefore, in certain cases, for a special 
terminal company being organized as the real owner of the 
terminal property so that the terminal itself will not be owned 
directly by the railroad company in question. The South 
Terminal Station in Boston is owned by a terminal company 
having bonds of its own outstanding; and these are so highly 
considered that savings banks in the state of Massachusetts are 
allowed to invest in these bonds. The $500,000 stock of the 
Boston Terminal Company is owned by the New York, New 
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Haven and Hartford, New York Central (Boston and AI- 
bany), Old Colony, and Boston and Providence Railroads. The 
rental paid by these railroads in monthly installments is a sum 
large enough in the aggregate to pay interest on the bonds of 
the Boston Terminal Company, moderate dividends on its 
stock, as well as all necessary overhead expenses. Moreover, 
in the event of the necessity of foreclosure on the bonds of the 
Boston Terminal Company, the railroad companies which own 
the stock are jointly liable to make up any deficiency to the 
bondholders, if the property of the Boston Terminal Company 
does not realize enough to satisfy in full the claims of the 
bondholders. 

Several factors should be considered by an investor in under- 
taking to evaluate the bonds issued by any particular terminal 
company. Authorities * on this matter mention several factors 
that should be looked into by prospective investors, such as 
financial strength of the railroads using the terminal property, 
particularly the ability of such roads to earn an annual income 
considerably in excess of the interest upon their own bonds; 
the nature of the contracts executed by the terminal company 
with the railroads using such terminals, especially as to whether 
such contracts insure throughout the whole lifetime of the 
terminal bonds the interest payments on the latter ; and whether 
or not the terminal is so located and constructed that it could 
be used, if abandoned by the railroad companies, for other 
purposes than that of a railroad terminal. It should be added 
that a terminal company often is owned by the railroad or rail- 
roads using such property. 

Bridge and Wharf Bonds.—Bridge bonds are usually se- 
cured by a first mortgage upon some important bridge. The 
Hell Gate Bridge connecting the New York, New Haven, and 
Hartford and the Pennsylvania Railroads is an outstanding 
example of such a bridge. The New York Connecting Rail- 
road is the organization which has issued bridge bonds covering 
this property, and its bonds are secured by a prior lien upon the 
Hell Gate Bridge. Both of the railroads mentioned have guar- 
anteed the payment of both principal and interest upon the 
bridge bonds of the New York Connecting Railroad. 


* See Rotirns, M., Municipal and Corporation Bonds, pp. 174-175. 
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In certain instances wharves and docks are constructed either 
by a municipality or by a private corporation created to con- 
struct and operate the wharves or docks in question. It often 
happens that a number of railroads and steamship lines use the 
properties of such wharves and docks under contracts between 
them and the wharf and dock companies that have constructed 
such terminal facilities. The income derived from such con- 
tracts is applied toward the paying of the income on such 
bonds as have been issued, and from such income there is likely 
also to be established a necessary fund for the retirement of 
such bonds before the property has become worn out or 
obsolete. 

In the Event of Default.—In describing the usual content 
of a corporate mortgage instrument, mention was made of the 
fact that there would be stated somewhere in the instrument 
the provisions and regulations concerning the procedure to be 
followed by the trustee in the event that the interest or prin- 
cipal was defaulted, especially if foreclosure proceedings had 
to be undertaken in the interests of the bondholders. Some 
elaboration of these arrangements will now be considered. 
Inasmuch as the bondholders in buying the bonds have virtually 
loaned money to the corporation, it is only natural that if the 
corporation does not fulfill its promises with respect to the 
payment of interest and principal, the bondholders should un- 
dertake to enforce their claims as set forth in the mortgage 
agreement. It is quite possible that the mortgage document 
contains certain promises on the part of the corporation with 
reference to matters other than the regular payment of interest, 
as, for example, the setting up of a sinking fund or the main- 
tenance of the physical plant of the corporation according to 
some specific standard. Such promises, if not literally complied 
with, can generally be arranged satisfactorily by the trustee 
without resorting to the courts. 

The principal case where the trustee may be called upon to 
secure the assistance of a court of competent jurisdiction is 
where the interest or principal is not paid as agreed. As a rule, 
defalcation of interest for a period longer than three or four 
months permits the trustee to require the payment of the prin- 
cipal of the bonds at an early date. That is to say, defalcation 
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of interest and the failure to pay it within a relatively short 
time after it is due automatically matures the bonds and calls 
for the repayment to the bondholders of their principal. This, 
of course, would seriously embarrass the corporation, especially 
if it is unable to assemble even the relatively small amount of 
cash that is necessary to pay the over-due interest. If the 
trustee cannot secure the over-due interest for the bondholders, 
he has the right, as ordinarily set forth in the mortgage docu- 
ment, to start legal proceedings against the corporation to 
satisfy the bondholders’ claims in full. Inasmuch as a lawsuit 
is sure to cost the bondholders some money, the trustee usually 
does not start legal proceedings until a considerable number of 
the bondholders agree that such legal action is necessary, and 
express their willingness to secure the money for paying legal 
expenses. It may be that the corporation will be thrown into 
bankruptcy, in which case both the bondholders and the stock- 
holders (who, of course, are the legal owners of the corpora- 
tion) will be interested in the ultimate outcome. It is highly 
probable that the bankrupt corporation will be reorganized and 
that, for a time at least, the bondholders will be represented in 
the management of the reorganized corporation. 

It should be said in passing that it is almost impossible for 
an individual bondholder to enforce his claims against the cor- 
poration when it gets into financial difficulty. This is why 
bondholders’ committees are so commonly created when the 
storm clouds have gathered. The single bondholder is likely 
to find that in spite of the fact that the mortgage document 
seems to give him absolute protection in his rights, he is seldom 
able to enforce these rights to the letter. In many cases the 
bankrupt concern would be unable, if its affairs were liquidated, 
to pay off one hundred cents on the dollar, so that the bond- 
holders and stockholders alike usually are forced into the posi- 
tion of absorbing some of the loss when a corporation actually 
fails to meet its obligations. 


Chapter XVI 
COLLATERAL TRUST BONDS 


The term collateral, in its general significance, means a 
subsidiary or secondary matter—something related or com- 
plementary to, but not strictly a part of, the main thing under 
consideration. In business parlance, the term collateral relates 
to a promise or obligation, supplementary to some other pri- 
mary obligation, as additional security for the latter’s per- 
formance. It should add to the clarity of our treatment of 
collateral trust bonds to give, as a preliminary, a brief dis- 
cussion of the nature of bank loans secured by collateral. 

Bank Loans Secured by Collateral.—tIn the field of com- 
mercial banking, loans made to individuals, partnerships, or 
corporations often take the form of collateral loans. In such 
cases, the borrower deposits with the bank as security, supple- 
mentary to the promise to repay the loan as represented by the 
note of hand, such evidences of property as bonds, stocks, bills 
receivable, warehouse receipts, bills of lading, and so on. Such 
collateral or additional security, supplementing the actual prom- 
ise to pay, is protection to the banker in support of the loan 
and is an additional or supplementary guarantee that upon the 
maturity of the loan it will be paid by the borrower. In the 
event that the promises as set forth in the note of hand are 
not fulfilled, the banker has a right to sell the collateral to re- 
imburse himself. Of course, it goes almost without saying that 
an overwhelmingly large percentage of such collateral loans 
are paid upon maturity, and the collateral, therefore, normally 
is returned to the borrower intact. 

Those who are at all familiar with commercial banking know 
well enough that the market value of the securities or other 
evidences of property deposited as collateral for a loan must 
not only equal the amount of the loan but also, in most cases, 
must exceed this sum, often to an amount considerably in 
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excess of the actual loan. If high-grade bonds are deposited 
as collateral, the difference between their market value and the 
amount of the loan ordinarily is but a small margin; but if 
the collateral consists of stocks which may fluctuate in value, the 
margin between the market value of the securities at the time 
of the loan and the amount borrowed must be great, sometimes 
as much as 40 to 50 per cent. It should be remembered that, 
in the case of borrowing from commercial banks, the loan 
necessarily is made for a comparatively short time, in any event 
not more than a few months; for one of the fundamental prin- 
ciples of commercial banking is that the capital of the institu- 
tion must be kept in a relatively liquid form and not tied up in 
long-term obligations. 

It is not to be assumed that borrowing from commercial 
banks on collateral, as described above, is identical in every de- 
tail with borrowing by corporations on collateral trust bonds. 
Nevertheless, the idea of corporate borrowing through the 
issuance of collateral trust bonds may well have been suggested 
to railroad financiers and others by the long-time custom of 
business men in various walks of life borrowing from com- 
mercial banks through the use of collateral as security for their 
loans. Of course, as already suggested, borrowing from com- 
mercial banks on promissory notes secured by collateral neces- 
sarily took the form of thirty-, sixty-, or ninety-day paper; but 
it quite naturally might be reasoned by shrewd financiers that 
if stocks and bonds were good security for short bank loans 
they might well be used as adequate security for loans of much 
longer duration. With this idea in mind, the development of 
a bond of the collateral trust type would be a relatively simple 
matter.” 

Our discussion of borrowing from commercial banks upon 
collateral has been given primarily for the purpose of remind- 
ing the reader of the significance of the term collateral in finan- 
cial affairs. When a bank loan is secured by collateral, the 
bank has a specific and exclusive conditional claim to definite 
property or evidences of property; whereas, if it loans without 
collateral, the bank may number itself merely as one of pos- 


*See Mircuett, T. W., “The Collateral Trust Mortgage in Railway 
Finance,” in Quarterly Journal of Economics, Vol. XX, pp. 443-467. 
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sibly several creditors of the borrower. Similarly, when a bond 
is reinforced by collateral deposited with a trustee, the bond- 
holder has a prior conditional claim to such collateral; but if 
the bond is unsecured (no collateral having been pledged), the 
bondholder is merely a creditor of the issuing corporation. A 
non-collateral loan negotiated at a bank by a borrower is, there- 
fore, analogous to the borrowing by a corporation on its own 
bonds secured merely by the general credit of the issuing or- 
ganization. This type of corporate borrowing by issuing 
bonds secured only by the general credit of the corporation will 
be discussed in later chapters. 

Description of Collateral Trust Bonds.—Collateral trust 
bonds, as has already been intimated, are bonds which have as 
their security not tangible property pledged directly for their 
protection, but bonds or other securities which are themselves 
based upon property. Such pledged bonds or stocks are the 
collateral for the greater safety of the bonds, just as collateral 
is put up by a borrower at a commercial bank for the security 
of the note which he signs. The word trust in the description 
of a bond of this type is related to the fact that the bonds or 
stocks which represent the collateral behind the collateral trust 
bonds are actually transferred from their owner—the corpora- 
tion issuing the collateral trust bonds—to a trustee who holds 
the securities in trust for the protection of the buyers of the 
collateral trust bonds. The function of the trustee in the type 
of bonds we are now discussing is somewhat different from his 
function in the case of an ordinary mortgage bond. It is not 
necessary here to repeat what was said in the previous chapter 
with respect to the duties of a trustee in the case of mortgage 
bonds of this usual type. The truth is that the trustee in such 
issues does not have the tangible physical property transferred 
to him and released from the control of the corporation that 
issues the mortgage bonds. Such transfer may take place, of 
course, if the corporation does not fulfill its obligations with 
respect to the payment of interest and principal. As long as 
these covenants are duly performed, the tangible physical prop- 
erty which is the security behind the mortgage bonds remains in 
the hands of the mortgagor. In the case of the issue of col- 
lateral trust bonds, however, the actual security behind these 
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bonds, as represented by the collateral, is physically transferred 
from the owner to the trustee who, as already stated, keeps 
such collateral securities in his possession until the bonds have 
matured. The trustee holds the securities under the provisions 
of a deed of trust executed by the owner of the securities in 
favor of the bondholders or their common legal representative, 
the trustee, usually a trust company of high standing in the 
business community. 

Collateral Trust Deeds.—The deed of trust contains not 
only the provisions ordinarily placed in a typical legal document 
bearing such name, but also certain other provisions necessary 
to adapt the particular deed of trust pertinent to a collateral 
trust bond issue to the peculiar circumstances surrounding the 
case in question. If the collateral deposited with the trustee 
consists of bonds, the deed of trust should safeguard the buyers 
of the collateral trust bonds against the future issue by the cor- 
poration of other securities having a prior lien on its property, 
or even a lien equally as good as that of the collateral trust 
bondholders. In short, care must be exercised not to impair 
their future security in any particular. Furthermore, if the 
issuing corporation owns the stock of the companies whose 
bonds represent the collateral, it would further safeguard the 
interests of the holders of the collateral trust bonds if the deed 
of trust contained a clause requiring the deposit with the trustee 
of a sufficiently large amount of the stock in the companies in 
question so that the trustee could control the directorates of 
such companies. Again, if the collateral happens to be stocks 
instead of bonds, the deed of trust might well contain a number 
of protective provisions limiting the rights of the companies 
involved, in executing leases ; or in selling their properties with- 
out applying the proceeds either to retire an equitable amount 
of collateral trust bonds or to purchase other properties equally 
as valuable; or in requiring later a further deposit of stock as 
collateral, if more stock is issued by the companies whose stock 
originally was the collateral. In general, the collateral trust 
indenture should amply protect the buyers of the collateral trust 
bonds not only at the time when the bonds are about to be 
issued but also in the future, in so far as possible. 

It is rather unusual for the deed of trust to contain a provi- 
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sion for a change of the collateral, that is, for the future sub- 
stitution of new securities for those originally deposited with 
the trustee. Nevertheless, there are cases where some provision 
is made for a change, at least in part. This may be left in the 
hands of the trustee to arrange with the corporation, or, if they 
fail to agree upon this matter, a board of appraisers may be 
provided for, whose judgment as to the value of the block of 
securities proposed for substitution shall be final. 

Collateral Trust Bonds Sometimes Supported by a Mort- 
gage.— Mortgage bonds, as usually understood in this country, 
are bonds secured by a mortgage upon real property primarily, 
and perhaps supplemented also by certain intangibles, such as 
franchises. Collateral trust bonds, on the other hand, ordi- 
narily do not have behind them a direct lien or claim upon 
physical property, but have as their security other bonds, or 
stocks, or both bonds and stocks. Collateral trust bonds first 
came into prominence in connection with railroad finance in 
the last quarter of the nineteenth century. Just as the well- 
known type of railroad mortgage bonds, so-called, is secured by 
a direct lien upon the physical property, franchise, and right 
of way of the issuing railroad company, so collateral trust 
bonds, if backed also by a mortgage, as they may be, are se- 
cured by a so-called ‘mortgage, not upon physical property, 
franchise, and right of way, but upon securities—bonds, for 
example—which, if of the mortgage type, are themselves se- 
cured by a mortgage upon property. Or, if the underlying 
securities of the collateral trust bonds are stocks, these latter 
are evidences of ownership in the physical property, franchise, 
and right of way of the railroad corporation. For the sake 
of clearness, it should be emphasized that, according to the best 
usage of the present day, when the word mortgage appears 
in the title of a bond issue and if the title is not misleading, it 
is expected that a direct lien on tangible property is involved. 
Collateral trust bonds may or may not involve a mortgage; 
ordinarily they do not. There are cases, however, where not 
only are securities deposited with a trustee as collateral security 
for the bonds, but where a mortgage on certain physical prop- 
erties also is involved. In the vast majority of instances, how- 
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ever, we repeat, collateral trust bonds are of the non-mortgage 
type. 

Types of Securities for Collateral—tIt should be empha- 
sized that the securities deposited with the trustee as collateral 
are not necessarily the securities of other companies which 
happen to be held by the corporation issuing the collateral trust 
bonds. The collateral securities, of course, may be the securi- 
ties of other entirely independent companies even in distinctly 
different lines of business, but they also may be the securities 
of subsidiaries, and in some cases the collateral securities are 
none other than securities of the company that is issuing the 
collateral trust bonds. As a general proposition, authorities 
would probably agree that the best collateral behind collateral 
trust bonds is the high-grade securities of other companies, 
although there are outstanding cases where the securities of 
subsidiaries constitute adequate protection for the collateral 
trust bondholders. 

An example of bonds of nominally other companies (but 
actually subsidiaries) constituting the collateral is furnished 
by one of the earliest issues of collateral trust bonds on record 
—that of the Union Pacific Railroad’s six-per-cent collateral 
trusts, issued in 1879. The railroad needed money to enable 
it to build certain branch lines which it desired to construct 
as soon as possible. In order to get around a technical legisla- 
tive difficulty, separate companies were chartered for the con- 
struction of the new lines which were, in effect, subsidiary 
companies of the Union Pacific. The latter advanced the 
money to the subsidiaries to build the branch lines and reim- 
bursed itself by receiving in return the first mortgage bonds 
of the subsidiaries, together with their capital stock.. This 
gave the Union Pacific control of the subsidiaries. The Union 
Pacific then used the bonds of the subsidiaries as collateral 
security for something like $7,000,000 of collateral trust bonds 
which it marketed. The six-per-cent interest on these was 
paid by the interest on the bonds deposited with the trustee as 
security for the collateral trust bonds sold by the Union Pacific. 
By this process of financing, the parent railroad raised the 
necessary funds to secure for itself the branch lines without 
any direct cost. 
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The Collateral Trust 5’s of 1946 of the American Telephone 
and Telegraph Company are a good illustration of a collateral 
trust issue where the collateral consists of securities of subsid- 
iary companies. The collateral securities in this issue are said 
to have a value at all times of at least 133 1/3 per cent of the 
collateral trust bonds outstanding. In 1927 the collateral in- 
cluded, among other securities, common shares of the New 
England Telegraph and Telephone Company, the New York 
Telephone Company, the Southern Bell Telephone and Tele- 
graph Company, and the Northwestern Bell Telephone Com- 
pany. 

There are numerous instances where collateral trust bonds 
have been issued by a corporation on the basis of either its 
own stock or that of nominally another company which, to all 
intents and purposes, is merely an operating company controlled 
by the corporation-in question. A well-known instance of this 
is furnished by the history of the Chicago, Rock Island and 
Pacific Railway Company (of Illinois) and of the Chicago, 
Rock Island and Pacific Railroad Company (of Iowa). The 
last-mentioned company was chartered some time after the 
first, and was the operating company. The former had in- 
creased its capital stock from time to time until in I902 it 
amounted to $75,000,000. Not long after this date the Chi- 
cago, Rock Island and Pacific Railroad Company of Iowa was 
formed whose authorized capital stock amounted to $125,- 
000,000. At the same time $75,000,000 of collateral trust 
bonds (4’s of 2002) also were authorized. The bonds, it will 
be observed, were of the same total par value as the stock of 
the Chicago, Rock Island and Pacific Railway Company and 
they were disposed of by exchanging them on a dollar-for- 
dollar basis for the stock of the Railway company, which latter 
was lodged in the treasury of the Chicago, Rock Island and 
Pacific Railroad Company, and was the principal security 
pledged as collateral for the $75,000,000 collateral trust bonds 
of the second company (the Railroad). Interest was defaulted 
on the collateral 4’s of 2002 in May, 1914, and some months 
afterward foreclosure proceedings were instituted. The holders 
of the bonds soon discovered the inadequacy of the security 
behind them, inasmuch as the stock, instead of being of equal 
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value with the bonds, was found to be merely a residual claim 
upon assets surrounded by. superior claimants in the form of 
prior lien bondholders. The collateral trust bondholders soon 
realized that their claim on such assets was no better than the 
stock which had been pledged as collateral. 

Collateral Trust Bonds Enable Railroads to Control Other 
Lines.—Railroads have been issuing collateral trust bonds for 
a period of something like fifty years. As a matter of fact, 
there was a time when the issuance of such obligations was an 
outstanding method of railroad finance. When railroads came 
to desire to control connecting lines, it was often found that 
collateral trust bonds could be made to serve a very useful 
purpose in this particular matter. There were several ways 
devised to obtain the desired end. For example, one railway 
wishing to acquire a controlling interest in another line, might 
buy in, for cash, voting securities of the latter to an amount 
necessary to maintain control. Having thus accomplished the 
desired purpose, a way had to be found for the railroad to re- 
imburse itself. This was done by bundling together the securi- 
ties that had just been purchased and pledging them, through 
a trustee, as collateral for collateral trust bonds to be sold to 
the public. An illustration of this was furnished in the panic 
of 1893, when the Illinois Central acquired, on a rapidly falling 
market, large blocks of the stocks and bonds of the Chesapeake, 
Ohio and Southwestern. Through these and other purchases 
of the securities of the same railroad, the Illinois Central gained 
control of connections, among others, from Memphis to the 
northwest. To finance the purchases as mentioned above, the 
Illinois Central had to expend considerable cash, but this was 
soon forthcoming from the proceeds of the sale of its collateral 
trust bonds supported by the recently-acquired securities of 
the Chesapeake, Ohio and Southwestern. 

Another method for a company to follow for the purpose of 
acquiring control of another company is for the former not to 
go into the open market and buy up the necessary securities by 
an expenditure of cash, but to make an arrangement whereby 
its own collateral trust bonds may be exchanged directly for the 


"See Mircuerr, T. W., in Quarterly Journal of Economics, Vol. XX, 
pp. 448-451. 
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voting securities (presumably stock) of the line which it de- 
sires to control. The voting securities thus acquired are then 
deposited with a trustee as the collateral behind the collateral 
trust bonds that have just been issued. This practice is well 
exemplified by the case of the Chicago, Rock Island and Pacific 
Railroad Company (of Iowa) mentioned above (page 227), 
and needs no further comment. It may be added in passing 
that this general procedure has been, historically, a common 
practice in railroad finance. ° 

Still another method of establishing control of one line by 
another is that whereby the trustee under the collateral bond 
issue sells the bonds on the market, or, more likely, has them 
underwritten. With the money thus obtained, there are bought 
the securities of the railroad that it is desired to control, and 
these are then held by the trustee as the collateral supporting 
the already disposed issue of collateral trust bonds. It should 
be added that such bonds are usually found to be, in the final 
analysis, only as good as the underlying securities. Inasmuch 
as, in normal cases, voting power in a corporation is lodged with 
the stock, the securities acquired by one railroad which desires 
to get control of another will probably be stocks rather than 
bonds. If this stock, pledged as collateral for the bonds, 
shrinks in value, unless some other safeguard has been vouch- 
safed the bond buyers, the bonds will likewise decline in value. 

But some other safeguard often is added for the protection 
of the buyers of the bonds, namely, the company issuing the 
collateral trust securities may guarantee to pay the interest 
thereon, even though the collateral securities themselves should 
fail to earn the necessary income to meet the interest; and the 
issuing corporation also may guarantee to pay the principal 
upon maturity, regardless of whether or not the underlying 
pledged securities can be disposed of for an amount necessary 
to cover the total principal sum of the collateral trust bonds. 
This means, therefore, where such guarantees are made, that 
the general credit of the issuing corporation is a factor that 
should be reckoned with by the investor in determining the real 
value of an issue of collateral trust securities. 

Still another factor that the investor should not overlook is 
whether or not the collateral is all of one operating company 
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or of several companies, each of which, if it ever became neces- 
sary, could be operated profitably as an independent unit. The 
latter situation is, of course, the more desirable; and this is 
particularly true if the collateral consists of blocks of stocks in 
operating companies of a sufficiently large amount in each case 
to represent the controlling voting interest; the assumption 
being, of course, that the Heed of trust in the hands of the 
trustee gives the latter control over the voting of the stock, 
particularly in the event that it is to be acquired Dy, the trustee 
should foreclosure ever be necessitated. 

Joint Collateral Trust Bonds.—Before leaving this topic— 
the use of collateral trust bonds by railroads to acquire control 
of other lines—it seems desirable to mention that it is quite 
possible for two railroads jointly to desire to come into control 
of another line, and for them to use the device of the collateral 
trust bond to secure the desired'end. The stock of the Chicago, 
Burlington and Quincy Railroad Company was purchased some 
years ago by the Northern Pacific and Great Northern Rail- 
roads, and the stock thus acquired became the collateral for 
their joint collateral trust bonds. Temporary bank loans pro- 
vided the necessary money to make the purchase, and these 
loans were soon repaid by the proceeds of the sale of the col- 
lateral trust bonds. When these bonds became due in 1921, 
they were replaced by an issue of $230,000,000 Northern 
Pacific-Great Northern joint 6%4-per-cent convertible gold 
bonds of the collateral type. The bonds are the joint obliga- 
tion of the two railroads mentioned and are secured by the 
following collateral: 1,658,674 shares of the capital stock of 
the Chicago, Burlington and Quincy Railroad; $33,000,000 
Northern Pacific Railway refunding and improvement mort- 
gage bonds, series B, due in 2047; and $33,000,000 Great 
Northern Railway general mortgage 7-per-cent bonds, series 
B, due in 1936. The indenture securing these joint bonds con- 
tains an interesting covenant on the part of the Northern Pacific 
and Great Northern Railway Companies to the effect that if 
any future mortgage is placed on their respective properties 
junior to a certain specified mortgage of each of the respective 
companies, the new mortgage will serve as security for the joint 
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6)4-per-cent collateral bonds by a lien pari passu with the mort- 
gage securing such new bonds. 

Funding Floating Debts.—Many issues of collateral trust 
securities have been put out in times past, particularly by rail- 
road companies, to fund floating debts. Often those securities 
took the form of collateral trust notes rather than bonds, inas- 
much as the issues matured in a relatively short time, such as 
from three to five years. If a railroad company found itself 
encumbered with a large volume of floating debts which was 
giving it considerable concern, and if, at the same time, it 
had in its treasury a considerable quantity of miscellaneous se- 
curities, some of which at the time being had no ready market, 
these securities might well be assembled and trusteed to con- 
stitute the necessary collateral for an issue of collateral trust 
notes which, when issued, could be used to satisfy the holders 
of the floating debt of the corporation. Sometimes such notes 
were made convertible upon maturity into another collateral 
trust issue. The short length of such notes would indicate that 
this method of finance was merely temporary to tide over a 
financial emergency, and often the notes bore a high rate of 
interest. It would naturally be the hope of the issuing railroad 
that ultimately the notes might be replaced by a security bearing 
a lower rate of interest, when the general credit of the corpora- 
tion became better and when the conditions of the security 
market became more favorable. 

Short-term notes are, of course, issued by corporations other 
than railroad companies. As a matter of fact, this type of ob- 
ligation, formally reinforced as to security as is a secured 
bond, promises to assume increasing importance in private 
finance just as it has, in times past, in public finance. Even 
industrials are coming to include more often than heretofore 
in their financial plans the funded obligation, so-called. Hith- 
erto used primarily as an emergency expedient till a lower 
interest rate was available, it is believed by some authorities 
that the short-term note in the future will play a larger part 
in the permanent financing of selected industrials of the larger 
class, particularly those desiring from time to time large 
amounts of capital in the ordinary course of their operations. 
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Collateral Trust Bonds Other Than Railroad Issues.— 
Within recent years collateral trust bonds have assumed an 
ever-widening position in the field of business financing, and 
they have come to be issued not only by railroad companies but 
by industrials and public utilities as well. The prominent posi- 
tion assumed by the large holding company in our business 
organization within the last twenty-five years is largely re- 
sponsible for this development. The small business unit, either 
in the field of industry or the public utilities, is in no position 
to carry on financial operations through the issuance of col- 
lateral trust bonds; it has not the large volume of securities 
of other corporations in its treasury to use for the underlying 
collateral. Moreover, even if it had certain securities avail- 
able, the size of the issue of bonds would be so small that the 
advantage of a wide market could not be assured. Accord- 
ingly, only those industrials and public utilities that own 
large blocks of stocks and bonds in other enterprises can use 
them for a collateral trust issue. This means that only the large 
holding companies in industry and the large public utility hold- 
ing companies can issue collateral trust bonds. Moreover, their 
financial operations are largely limited, so far as bonds are con- 
cerned, to bonds of the collateral trust type. Industrials, as a 
rule, have too great annual variations in earnings to warrant 
the issue of mortgage bonds; and the properties of public 
utility holding companies are almost solely the securities of 
other companies that are the actual operating concerns, so that 
such holding companies have little or no real property to mort- 
gage. There is little wonder, then, that the collateral trust bond 
has come into prominence in the development of the financial 
plans of large industrial and public utility holding companies. 


Chapter XVII 
EQUIPMENT OBLIGATIONS 


One of the*most interesting features of business operations, 
under present-day methods of assembling capital for carrying 
on business activities, is the great flexibility characterizing the 
financial plans of corporate enterprises. This flexibility is 
manifested in the almost endless variety of securities that has 
been evolved for attracting capital from as many different 
sources as possible. No matter what prejudices against this or 
that type of security that any particular purchaser or group 
of purchasers may have, a form of security can be devised 
to meet all objections. 

When business units were relatively small, their financing 
was a comparatively simple matter. The initiators of the com- 
panies themselves furnished practically all of the capital re- 
quired to make the start; and later, when the business 
enterprises had demonstrated their ability to make satisfactory 
returns upon the capital already invested, the commercial banks 
generally could be depended upon to provide the extraordinary 
demands for additional working capital. The normal growth 
of the enterprise could be taken care of largely by new capital 
provided from within—that is, from additions to surplus. If 
the need was sufficiently great for some additional fixed capital, 
the proprietors could mortgage their real property to some 
individual or institution to secure the funds. 

When it became necessary and desirable to assemble sub- 
stantial amounts of outside capital for the expansion of busi- 
ness enterprises, the corporate form of business organization 
was found to be excellently adapted to this end. Simple types 
of stocks and, in certain cases, bonds could be sold to the public 
to bring in the necessary funds. With the demonstrated use- 
fulness of the corporation in practically all fields of business 
endeavor, and with its growth in size and complexity, par- 
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ticularly since the eighties of last century, new types of securi- 
ties or, perhaps better, securities representing marked deviations 
from the original more simplified forms, were devised, until 
today the variety of stocks and bonds is both great and com- 
plexing. The two old-time standard and simple types of se- 
curities—stocks and bonds—still prevail, but so great have 
been the deviations from these types that they are now, at 
times, scarcely recognizable. Some stocks possess character- 
istics of bonds, and certain types of bonds have characteristics 
of stocks. Moreover, there have been many changes in stocks, 
as such, and in bonds as well, with the result that the instru- 
ments of present-day corporation finance constitute a hetero- 
geneous mass of corporate obligations scarcely distinguishable 
by the particular name which has come to be applied to each. 
One must now seek far beyond the name of the security to 
ascertain its exact characteristics. And so the financial plan 
of this or that type of enterprise, instead of having become a 
standardized and stereotyped plan, presents a flexibility of ar- 
rangement representing an adjustment to the prejudices or 
fancies of the security-buying public, interested primarily in 
income rather than management. It represents also an adjust- 
ment to the peculiar conditions surrounding the enterprises in 
question in all of their various aspects, financial, social, and 
otherwise. The whole trend, prompted largely by financial ex- 
pediency, seems to be in the direction of greater flexibility 
within the limits imposed by the peculiar environmental condi- 
tions surrounding the enterprise that needs to be financed. 

The transportation business (notably that carried on by the 
railroads) has given birth to many new forms of financial 
instruments, particularly bonds. Some of these were thought 
scarcely adaptable to other types of enterprises—industrials, 
for example—although the latter are finding that securities 
formerly believed to be unadapted to their special lines of ac- 
tivity may, perhaps, within certain limitations, be suited to their 
needs. We speak guardedly on this matter because it is still 
an open question. The equipment obligation about to be dis- 
cussed is a case in point, as will be shown in the latter part of 
this chapter. The equipment obligation is one of the most in- 
teresting, though most complicated, securities ever brought 
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forward in the transportation field. It was developed, so it 
would seem, from the absolute indispensability of rolling stock 
to a railroad corporation in adversity as well as in prosperity, 
and because new units of rolling stock often have to be acquired 
when the money necessary for buying them is not in the treas- 
ury of the railroad, and when an after-acquired-property clause 
in an old mortgage of a railroad would automatically place such 
newly-acquired rolling stock under the mortgage containing the 
troublesome clause. How to acquire the greatly needed equip- 
ment under this situation, particularly if the general credit of 
the road was everything but the best, was the problem; and 
the equipment obligation was the answer to this question.? 
Some General Aspects of Equipment Obligations.— 
Broadly considered, equipment obligations include obligations 
of the purchase-money type which are secured by a direct lien 
on a carefully specified and easily identified lot (or lots) of 
equipment, represented in a typical instance by railroad rolling 
stock. These obligations may be, or at least have been, at 
various times, bonds, notes or even certificates (car trust cer- 
tificates). So common has the issue of equipment obligations 
become in recent years that, when a new lot of rolling stock 
is about to be purchased by a railroad, it almost may be assumed 
without investigation- that it will be financed by the use of 
equipment obligations. These are very difficult to define be- 
cause they take various forms and also possess contradictory 
characteristics. They are, from a certain standpoint, a species 
of mortgage bond secured by rapidly depreciating tangible 
property forever moving from place to place; nevertheless the 
contract which forms the basis of any particular issue of equip- 
ment obligations is generally drawn so as to disguise the mort- 
gage feature or so as to make it impossible even to construe 
it as such. Again, in spite of the fact that the railroad com- 


1A good bibliography of equipment obligations is found in Duncan, KEn- 
nEtH, Equipment Obligations, D. Appleton and Company, 1924, which is by 
far the best and most exhaustive treatment on the whole subject that has 
come to the writer’s attention. Mention also should be made of a much 
earlier study by Francis Rawle, made public in 1885, which is especially 
valuable for the early history of equipment obligations. Acknowledgment is 
here made to the authors of these excellent studies for some of the informa- 
tion given in this chapter. 
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pany unquestionably has possession of the rolling stock which 
is the primary security behind an issue of equipment obliga- 
tions, such obligations may not be the certificates or bonds of 
the railroad in question at all. Again, the railroad possessing 
the rolling stock and using it at its will often does not have, 
until the rolling stock is about ready to be scrapped, the slight- 
est vestige of ownership in the property. Furthermore, the 
general credit of a railroad about to acquire a new lot of 
equipment may be extremely poor. Nevertheless, the, equip- 
ment obligations issued on the security of the new equipment 
may bear a fairly low rate of interest, and they may be highly 
regarded by investors. Such are some of the characteristic, 
and often confusing, attributes of this type of security. 
History of the Equipment Obligation Type of Security.— 
The equipment obligation, as commonly used today, did not 
spring at once into existence with all of the modern attributes 
it now bears. Though actually developed in its refinements 
in connection with American railway finance, we must go one 
step back of the railroad in the history of our transportation 
development, namely, to the canal, to find the beginnings of 
the equipment obligation. In other words, the security out of 
which the equipment bond or certificate has developed is trace- 
able to the practice of financing the purchase of canal barges in 
the second quarter of the nineteenth century. <A typical case 
of the practice, dating from 1845, is described by Rawle,* and 
contains many interesting features. It refers to a loan nego- 
tiated by the Schuylkill Navigation Company, the proceeds of 
which were to be used to acquire canal barges. The barges 
were to be the security for the loan, and a board of trustees 
was set up to hold the property (the barges) as security for 
the money borrowed. In fact, the money for acquiring the 
boats (or barges) was actually obtained by selling bonds issued 
by the trustees in behalf of the apparent borrower, the Schuyl- 
kill Navigation Company, and secured by a lien on the barges 
held in trust by the trustees for the benefit of the bondholders. 
The principal of the loan (which was interest-bearing) was to 
be paid in annual installments over a period of ten years. 


*In an address by Francis Rawle before the American Bar Association in 
1885. Quoted in DuNcAN, pp. II-I3. 
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When the loan had been paid in full, the trustees were required 
legally to transfer the barges to the Schuylkill Navigation Com- 
pany. Meanwhile, the barges had been used by the Schuylkill 
Navigation Company under a lease which had been arranged 
between the navigation company and the trustees. This ar- 
rangement gave the loan excellent security and, as will be seen 
later, follows very closely (almost exactly) the present-day plan 
of issuing equipment obligations on what has come to be known 
popularly as the Philadelphia plan, soon to be described (page 
239). It should hardly be assumed that this plan of financing 
canal and early railroad equipment became standard and was 
uniformly followed from 1845 on. Some have gone so far as 
to call the particular instance mentioned above “sporadic.” At 
any rate, there is good authority for the idea that it was not far 
from 1870 when the car, or equipment, trust plan of financing 
rolling stock for railroads was initiated. Let us now examine 
this phase in the development of present-day equipment ob- 
ligations. 

The Railroad Car (or Equipment) Trust.—The essence of 
this arrangement, under the name of a car or equipment trust, 
made for financing necessary new equipment for a railroad 
company, was that an association or company would be formed 
to buy from the manufacturers rolling stock which it would 
_lease to the interested railroad. The amount of the annual 
rentals of rolling stock accruing to the equipment company 
must necessarily be sufficient to cover interest on the cost of 
the equipment, and the overhead charges for operating the 
equipment company; and, supplementing these payments, there 
would be another large one representing an installment on 
the cost of the equipment. At the end of ten or more years, 
the railroad company, having had the use of the equipment 
in the meantime and having gradually paid for it on the install- 
ment plan, would become the real owner of the nearly worn-out 
equipment. With these general statements in mind, let us 
now look into some of the detailed arrangements of the so- 
called Car Trust plan as it existed for a few decades following 
its origin, about 1870, for financing railroad equipment. To 
this end we will refer to the Railroad Equipment Company and 
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its activities as they were being carried out in the eighties of 
last century. 

The business of the equipment company in question was the 
leasing and conditional selling on what was known as the car 
trust plan to railroads and other corporations directly con- 
cerned therewith, such rolling stock and other equipment as 
they might decide to acquire. Assuming that the XYZ Rail- 
road Company desired new equipment and wished to secure 
it on the installment plan through the Railroad Equipment 
Company, the number of units of rolling stock desired would 
be arranged for, and also the price of each. An initial cash 
payment covering ten per cent or more of the purchase price 
would be made by the railroad, and the principal and interest 
covering the balance still to be paid in installments would be 
represented by a series of promissory notes running, in all 
probability, over a period of five or ten years, maturing at 
stated regular intervals. A lease would be drawn up under 
which the Railroad Equipment Company would lease the rolling 
stock to the XYZ Railroad Company under specified terms, and 
embodying, among other pertinent matters, the financial ar- 
rangements just referred to; and attached to the lease there 
would be so-called lease warrants representing the installments 
of purchase money, including both principal and interest, to 
be paid by the railroad for the use of the equipment just, or 
about to be, acquired. A trust company had to be brought ° 
into the arrangement; so a second document (the lease being 
the first), known as a trust agreement, would then be arranged, 
under which the lease would be pledged by the Railroad Equip- 
ment Company to the trust company, in trust. Against the 
lease, the trust company then would issue certificates or obliga- 
tions of the Railroad Equipment Company giving each of the 
buyers of such obligations an equitable claim upon the money 
paid by the railroad company for the use of the equipment. 
It will be observed that in spite of the fact that the certificates 
or obligations outstanding (having been issued in series) would 
soon be diminishing in number, nevertheless the whole of the 
rolling stock remained as security for the balance of the obliga- 
tions outstanding until the last one in the series was paid. Of 
course, however, the rolling stock in the meantime was depre- 
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ciating in value. The title of the rolling stock remained with 
the trustee as long as any certificates were outstanding, and 
upon the last payment title passed to the railroad. The security 
of the holders of the certificates (or obligations) consisted of 
the promise to pay on the part of the Railroad Equipment Com- 
pany, the obligation of the railroad company as set forth in 
the lease, and the rolling stock itself which had to be kept in 
repair, and which, upon default in any of the payments, could 
be seized by the trust company and sold to satisfy the claims 
of the certificate holders. 

It should not be assumed that all early car trusts were ar- 
ranged exactly as has here been described. There were, of 
course, some deviations from the details as outlined above. 
The plan here given, however, may be regarded as typical. So 
far as nomenclature is concerned, the phrase “car trust” in 
connection with railroad equipment financing, so common some 
forty years ago, has virtually disappeared and has been replaced 
by the phrase “equipment trust.” 

Present-day Railroad Equipment Obligations.—In course 
of time, there came about a considerable simplification of the 
manner whereby equipment desired by a railroad would be 
financed. The lease warrants attached to the lease came to 
be omitted as unnecessary, and instead of two documents being 
regarded as absolutely necessary (the lease and the trust agree- 
ment), it has become rather common to merge the two and to 
draw up, therefore, one agreement setting forth the respective 
promises, liabilities, and commitments of the seller of the equip- 
ment, the trustee, and the railroad company. The changes from 
the early car trust arrangements are in the nature of improve- 
ments only; the general framework of the scheme remains 
essentially as before. Moreover, there is at the present day no 
single standard form of equipment obligation that has come, 
through a process of selection, to supplant the others. As a 
matter of fact, in spite of differences here and there, present- 
day authorities point to three general classes of equipment ob- 
ligations, each of which will now be treated briefly in order. 

t. The Philadelphia Plan of Equipment Obligations.—If the 
reader has followed carefully the above discussion of the early 
method of acquiring barges by the Schuylkill Navigation Com- 
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pany (1845) and the nature of the car trust arrangement as 
exemplified by the Railroad Equipment Company in the eight- 
ies of the last century, what is now to be said regarding the 
modern Philadelphia plan of issuing equipment obligations can 
easily be understood; for each of the above-discussed cases con- 
tained the essential framework of the present-day Philadelphia 
plan. 

The arrangement involves several distinct steps. A railroad 
company desires, let us assume, fifty units of new rolling stock, 
of a certain design and with carefully drawn specifications, to 
meet its individual needs. A manufacturer of railroad equip- 
ment is approached, and the matter is duly discussed and 
considered from all angles. Assuming that all preliminaries, 
such as time of delivery, cost per unit, financial terms, and 
so on, have been arranged satisfactorily, a contract is drawn 
up by the attorneys of the two companies for the building 
and delivery of the rolling stock. Meanwhile, machinery must 
be set in motion for the financing of the equipment, a part of 
which procedure consists in assembling the funds to pay the 
manufacturer when the equipment is ready for delivery; for 
the railroad, under the Philadelphia plan of financing the equip- 
ment, is to pay for it not in a lump sum but in installments 
spread over perhaps ten or more years. To accomplish this 
purpose, a third party—very often a trust company—is now 
brought into the arrangements. Accordingly, the railroad then 
makes an agreement with the third party selected, whereby 
the trust company instead of the railroad itself undertakes to - 
become, and actually does become, the temporary owner of the 
rolling stock which the railroad itself had contracted for with 
the manufacturer, and which, presumably, is about ready for 
delivery. The trust company further agrees to pay the manu- 
facturer for the rolling stock, and to lease it for a number of 
years to the railroad for a rental, to be paid at fixed regular 
intervals, which payments in the aggregate eventually will cover 
the purchase price of the rolling stock, the interest on the 
investment, and all overhead expenses, such as the fees for 
the services of the trust company, and so on. Usually the rail- 
road pays the first installment in advance, amounting to about 
ten per cent of the whole; it receives a receipt for the payment, 
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but this in no respect gives the railroad any title whatsoever to 
the equipment. Assuming, then, that ten per cent of the total 
cost is advanced by the railroad, this means that ninety per 
cent of the cost must be met with other funds to be assembled 
immediately in order to pay, primarily, the manufacturer of the 
equipment. The security-buying public supplies the money, in 
the final analysis, by purchasing certificates, popularly known 
nowadays as equipment obligations, issued in convenient de- 
nominations by the trust company. These certificates, it should 
be emphasized, are not direct obligations of the railroad which 
is acquiring the rolling stock, but they often are guaranteed 
by it, or even by the manufacturer of the rolling stock. The 
certificates, it should be remembered, are an obligation of the 
trust estate whose tangible property is the rolling stock just 
acquired. With the proceeds of the sale of these certificates, 
the manufacturers of the equipment are paid and, if they 
have neither assumed nor guaranteed the certificates, they are, 
presumably, through with the transaction. 

It is common for the equipment obligations so issued to be 
of the serial type, thus maturing at regular intervals and 
faster than the rate of depreciation on the rolling stock which 
is the physical property behind them. The money which the 
trustee receives for paying off these certificates as they mature 
consists of the periodical payments made to the trustee by the 
railroad company according to the terms of the lease. Simi- 
larly, the interest on the equipment obligations (certificates) is 
paid by the trustee from money derived from the same source, 
the annual payments made to the trustee by the railroad under 
the terms of the lease being sufficient to cover the principal 
when due, the interest, the services of the trust company, the 
cost of getting out and selling the obligations, and all other 
overhead charges. Finally, when the principal of the last 
series of equipment obligation is paid by means of the last 
installment from the railroad, assuming that all obligations on 
the part of the railroad to the trustee have been fulfilled, the 
title to the rolling stock passes to the railroad, and the trust, 
having lasted for ten years or so, has been completed. The 
manufacturer long ago has been paid for the equipment, the 
equipment securities have all been paid off and canceled, 
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the trust company has been paid for its services, and the in- 
volved transactions are at an end. 

It is not to be assumed that the Philadelphia plan is always 
carried out exactly in accordance with these details. The case 
here mentioned is to be regarded merely as a general plan from 
which deviations are possible. For example, there have been 
rare cases where the intermediary third party—the trust com- 
pany in the case given above—is dispensed with so that the 
builders of the equipment lease it directly to the railroad. Fur- 
thermore, the third party may be an individual or.a group of 
individuals or an association. The equipment obligations com- 
monly are called certificates; and their buyers, from the legal 
standpoint, may be regarded as joint contributors to a trust 
fund or as members of a type of voluntary association. Most 
commonly, nowadays, the holders of the equipment certificates 
are conceived as joint subscribers to.a trust fund in the hands 
of a trustee who administers the trust as provided in an under- 
lying trust agreement. In some cases, a holding company is 
formed to acquire a number of small leases covering rolling 
stock against which certificates are issued." 

Emphasis should be placed upon the fact that under the 
terms of the lease underlying the Philadelphia plan, the rail- 
road is in no sense whatsoever the legal owner of the equip- 
ment until the last installment has been paid thereon. Although 
not the legal owner but mere possessor of the property, it agrees 
during the full lifetime of the lease to keep the equipment in 
good repair, to keep it insured, and to replace at its own expense 
cars that have been wrecked or burned. 

2. The Conditional Sale Plan of Equipment Obligations.— 
This is merely a modification of the Philadelphia plan which 
has been described fully above, so that it is only necessary 
here to speak briefly of this second plan. The modification 
hinges upon a legal technicality, so that there is much in com- 
mon between the Philadelphia plan and the conditional sale 
plan. The technicality referred to, which constitutes about the 
only important distinction between the two plans, centers 
around the question of who possesses the title to the rolling 
stock while it is being paid for. It was emphasized, in dis- 

*See Duncan, op. cit., p. 36. 
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cussing the Philadelphia plan, that the railroad has not the 
slightest vestige of title to the property until, after the pay- 
ment of the last installment under the terms of the lease, a bill 
of sale has been executed by the trustee to the railroad, thus 
conveying for the first time to the latter a clear title to the 
much-used equipment. In fact, not until this act has been 
performed does the railroad possess even a shadow of a title 
to the property. In other words, not until the bill of sale 
has been executed has the railroad real ownership in the prop- 
erty; the complete title (the entire one hundred per cent of it) 
passes at the close of the prolonged transactions, and all at once. 

In the case of acquiring equipment under the second plan 
(the conditional sale), the railroad gets at once, in respect to 
title to the acquired rolling stock, such title as the purchaser of 
property under a conditional sale plan generally acquires under 
this type of contract. This, however, is rather difficult to de- 
fine. It is not too much to say that the railroad does acquire, 
legally, a provisional title of some sort to the equipment, so 
that, theoretically at least, the buyer of equipment obligations 
issued under this plan has not exactly the same kind and 
amount of security behind such obligations as does the buyer 
of equipment obligations issued under the Philadelphia plan. 
In the latter case, we-repeat, the railroad in question has not 
the slightest hold whatsoever upon the equipment from the 
standpoint of ownership. That is to say, one hundred per cent 
of the ownership of the rolling stock lies.with the trustee and 
with nobody else; and in the event of the default on payments 
of principal and interest the trustee can divest the railroad 
company of the rolling stock at short notice. Whereas, under 
the conditional sale plan it would appear that the railroad 
company itself acquires at once some sort of a proprietary 
interest in the rolling stock. From the viewpoint of most 
students of business affairs, the Philadelphia plan and the 
conditional sale plan of issuing equipment obligations, apart 
from the technical distinction that we have attempted to indi- 
cate, are regarded as being very much alike. 

3. The Equipment Mortgage Plan of Equipment Obligations. 
—This plan of issuing equipment obligations gives rise to an 
issue of securities of the bond or note type secured by a mort- 
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gage on the rolling stock or equipment that is then acquired. 
There is no question whatsoever as to who has the title to 
the equipment when purchased; the railroad assumes the title 
to the property. A trustee is brought into the arrangement, 
to whom the title is conveyed by the railroad. Mortgage bonds 
or notes, covering usually something like ninety per cent of 
the value of the equipment, are prepared and sold eventually 
to the public after having been duly certified by the trustee, 
as is the usual case with mortgage bonds. Under this plan 
of financing railroad equipment, an equipment mortgage bond 
is a direct obligation of the railroad itself, as contrasted with 
the equipment trust certificates issued under the Philadelphia 
plan which are obligations of the estate, based upon the equip- 
ment, created to hold, among other purposes, title to the prop- 
erty. Although it is common, as already mentioned, for the 
equipment bonds to represent only about nine-tenths of the 
cost of the equipment, there are cases where its whole cost is 
covered by bonds, as witnessed by issues of the Pennsylvania 
Railroad and by the practice initiated in January, 1920, by the 
railroads purchasing equipment from the United States gov- 
ernment during the period of its control of them following the 
close of the Great War. 

Comparative Investment Strength.—Probably it is fair to 
say that of the three plans of equipment obligations described 
above, the Philadelphia plan is presumed by many thoughtful 
investors to possess peculiar merits superior to the others. A 
number of railroads, including the Pennsylvania, the New- 
York Central, the Southern, Norfolk and Western, and several 
others, have followed the Philadelphia plan in financing equip- 
ment; nevertheless, the equipment bond secured by a mortgage 
is common in American railroad finance. The equipment trust 
issues of January, 1920, when great quantities of railroad 
equipment were acquired by the railroads from the federal 
government, were almost uniformly of the equipment bond 
type. 

As a class, equipment obligations are highly regarded by 
investors. Their history has been unmarred by any serious 
losses. As long as the certificates or bonds are paid off faster 
than the underlying equipment depreciates, the security behind 
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this type of obligation is always maintained at an adequate 
level. The fact that a railroad cannot function without ample 
equipment is another point in their favor; the interest and 
installments of principal must be met, therefore, at any cost, 
so that the trustee cannot withdraw the equipment from its 
normal operations and assemble it for sale. Now when we 
come to consider on theoretical grounds the relative strength 
of the three types of equipment obligations, legally and equi- 
tably, we embark upon troubled waters. Most authorities prob- 
ably would agree that the first two types of equipment 
obligations discussed above are, as a rule, stronger legally and 
equitably than the third. In the final analysis, in the event 
of foreclosure, the equipment mortgage bondholders may find 
that their equity in the specific rolling stock is very thin. As 
to the relative investment strength of the first class of equip- 
ment obligations, namely, those on the Philadelphia plan (the 
lease), and those of the second class, namely, the group issued 
on the conditional sale plan, expert opinion is divided. Dewing 
takes the ground that certificates issued under the Philadelphia 
plan have a preference over those issued under the plan involv- 
ing a conditional sale. Others, perhaps a majority of experts, 
are of the opinion that so far as actual security is concerned 
the two types are equally as strong. It would be well for the 
intelligent investor not to place too much reliance upon this 
opinion or that, but to examine the details of any current 
issue into which it has been proposed that he should buy. 
There are frequently on the market high-grade equipment obli- 
gations where the question, which type of equipment obligation 
is this, is for all practical purposes a matter of little moment 
to the prospective buyer. Let him put the issue to the test of 
expert analysis and then decide whether or not this particular 
equipment obligation is worth while for him to acquire. 

A strong factor in favor of the investment strength of rail- 
road equipment obligations is that in reorganizations (of which 
there have been many) the receivers have, almost without 
exception, been advised by the court to continue to make the 
customary periodical payments of interest and principal on out- 
standing equipment obligations. This practice has resulted in 


246 THE FINANCING OF BUSINESS ENTERPRISES 


placing equipment obligations almost at the very top of the 
list, on the basis of strength, of railroad security issues. 

Growth in Volume of Equipment Obligations.—For many 
years after the introduction of this type of security into Ameri- 
can railway finance, the growth was relatively slow. By 1890, 
the total face value of equipment obligations outstanding was a 
little less than $50,000,000. Twelve years later (1902) the 
figure had grown to only $89,000,000; but during the next 
five years the new issues were so considerable that there were 
in the hands of the American public nearly $330,000,000 of 
equipment issues. In 1914, the figure ($418,000,000) sur- 
passed that of any previous year, and it was not equaled or 
surpassed again until 1920, when the total outstanding equip- 
ment obligations reached the record figure of $646,000,000. 
Since that time there has been a further increase. The very 
substantial volume of outstanding equipment securities in 1920 
was due primarily to the many equipment trust agreements of 
January 15, 1920, arranged between numerous lines and the 
Director-General of Railroads, and to the formation and ac- 
tivities of the National Railway Service Corporation. 

Equipment Obligations in Financing Enterprises Other 
Than Railroads.—Although the forerunner of the equipment 
obligation reaches back to the canal era of our transportation 
development, it has been in connection with steam railroads 
that such securities have had and still have their greatest use. 
Nevertheless, electric traction companies frequently have had 
recourse to equipment obligations but, in general, investors 
have not seemed to hold these securities in as high regard as 
those issued by steam railroads. This is due, it would seem, 
to occasional defaults in payments when the roads have gotten 
into financial difficulties. Marine equipment has been acquired 
at times by a system of finance akin to that of financing rail- 
road equipment, and so has that of steel and oil companies. 
Outside of railroad rolling stock and marine equipment, how- 
ever, the financing of equipment by means of any type of 
equipment security has never assumed any considerable 
proportions. 

The question frequently has been raised in recent years as 
to whether the plan of issuing equipment obligations on the 
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security of essential units of machinery to be used in indus- 
trial and public utility fields would ever reach any great de- 
velopment. That sporadic attempts have been made along this 
line is a certainty. Whether any important movement in 
this direction will result is still an open question. Duncan ?* 
is inclined to the opinion that there are fundamental inherent 
reasons that may interfere with the extensive application of 
the equipment trust plan of finance in other fields than those 
of the railroad and marine interests. His reasons, in effect, 
are that outside of these fields equipment is not bought in large 
enough lots to put out an issue of certificates or bonds that 
would make an appeal to a wide investment market. Also, 
manufacturing equipment bears the risk of rapid depreciation, 
and often of quick obsolescence. It would be good security, 
therefore, for only very short-term obligations. Again, manu- 
facturing units being concentrated in one or a few places (in 
contrast with units of railroad rolling stock which are ever 
on the move and widely separated) are subject always to the 
possibilities of a catastrophe which might wipe them out en- 
tirely. Nor is there usually found in the field of industry the 
necessity in financial operations of avoiding an after-acquired- 
property clause in an old mortgage, inasmuch as the blanket 
mortgage is relatively uncommon in the industrial, contrasted 
with the railroad, field. Nevertheless, in spite of these appar- 
ently valid objections, occasional issues of securities in the 
nature of equipment obligations are reported from the indus- 
trial field. 


+Op. cit., pp. 60-63. 
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DEBENTURES 


The types of corporate obligations so far considered have 
behind them for security a pledge of tangible physical property 
or, as in the case of collateral trust bonds, a pledge of other 
securities. There are other types of corporate obligations, how- 
ever, which are not reinforced by such security but which rest 
upon the general credit of the issuing organization. Some of 
these will now be considered, starting with debentures. De- 
bentures are sometimes spoken of as plain bonds (although this 
designation seems to have fallen very largely into disuse), or 
as general or straight credit bonds, inasmuch as they do not 
have a direct lien on physical property itself or on evidence 
of property. 

British versus American Nomenclature.—The significance 
of the term debenture needs some explanation now that we 
in this country, especially since 1914, are interested as buyers 
in the security issues of other countries as well as our own. 
In Great Britain, Canada, and certain other sections of the 
British Empire, a “debenture’” means a municipal obligation 
or bond. In this country we do not speak of the issues of 
governments as being debentures, but bonds. Probably due 
to its proximity to and close business relations with the United 
States, Canada has broken away somewhat from the British 
nomenclature and thus we find, as a consequence, the use of 
the term municipal bond and other designations akin to the 
prevalent usage in financial circles in this country, although 
there is a rather marked tendency still for Canadians to call 
municipal issues, debentures, and to reserve the terms, bond and 
note, for corporate securities other than stocks. 
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Even in this country there is some confusion in the nomen- 
clature. Thus we find the terms debentures, debenture bonds, 
debenture mortgages, debenture mortgage bonds, and so on, 
presenting, in a way, not only confusion, but contradiction of 
terms. If a debenture, according to our best usage, means an 
obligation resting upon the general credit of the issuing or- 
ganization and unsecured by a direct lien on physical property 
or securities, it certainly is both confusing as well as a contra- 
diction of terms to use the expression debenture mortgages, 
although there are instances (probably a decreasing number) 
where this is found. 

The Debenture or Debenture Bond.—To clarify somewhat 
the confusion, it may be said that debenture, in this country, 
is the general abbreviated term covering all obligations in which 
the term “debenture” occurs,. whether the word is used quite 
by itself or coupled with another word such as “bond,” “mort- 
gage,” or even both (debenture mortgage bond). A debenture 
bond in financial circles means, in this country, the same as a 
debenture; that is, it is a general credit obligation, being essen- 
tially a promise to pay at some definite time in the future, 
though with interest in the meantime, a specific amount of 
money, without the security of a direct lien on physical prop- 
erty or upon evidences of property. As one writer * has said 
in effect, the debenture bond is an evidence of corporate indebt- 
edness having precedence over the corporation’s stocks, both 
common and preferred. 

The Debenture Mortgage.—The debenture mortgage, so- 
called, is relatively uncommon nowadays. Years ago, however, 
it was the common practice of farm mortgage companies to 
issue a type of security to which the name debenture or deben- 
ture mortgage was applied. Such a company would have in 
its possession mortgages on real estate—farms, let us say. A 
bundle of such mortgages bearing, let us assume for illustra- 
tion, 7 per cent interest, would be deposited with a trustee, and 
against the aggregate there would be issued securities bearing 
a lower rate of interest (perhaps 6 per cent) than that realized 
on the underlying mortgages. Though sometimes called de- 
bentures, the term debenture mortgage seems to be a more 

1Roxtiins, M., Municipal and Corporate Bonds, p. 47. 
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exact appellation in such cases. The investor was appealed to 
on the ground that such security had a greater distribution of 
risk than if a single or individual mortgage were purchased. 
The principle here involved is not unlike that in the present-day 
investment trust, nor was the practice a great departure from 
that of certain so-called mortgage investment companies which 
sell their own notes in convenient denominations based upon 
real estate mortgages on local city property. 

The Debenture Mortgage Bond.—A debenture mortgage 
bond is called by Chamberlain a “hybrid product,” being essen- 
tially a promise to pay, though nominally secured by a junior 
lien on property, sometimes of no great value. It is thus seen 
that this type of security has the essential attribute of a 
debenture—a promise to pay—but it has in addition a lien on 
the company’s property. Such property may include real estate 
and mortgages. The weakness of the lien, in some instances, is 
said to be based on the fact that the property already may be 
encumbered by a heavy prior mortgage leaving practically no 
equity, at times, behind the so-called debenture mortgage bonds. 
The prospective investor would do well to examine into the 
real security behind such bonds and satisfy himself that, if a 
prior mortgage exists, there remains a sufficient margin of 
security for the debenture mortgage issue. It is only fair to 
say that some highly regarded real estate companies have 
so-called debenture issues with what would seem to be ample 
margins of safety for the protection of investors in such secu- 
rities, thus placing their debenture issues in the class of invest- 
ment, rather than speculative, securities. 

Further Characteristics of Debenture Bonds: No Fore- 
closure.—Returning now to a further consideration of the 
straight debentures, or debenture bonds as they often are called. 
we would note that, inasmuch as they are virtually promissory 
notes backed only by the issuing company’s general credit, no 
property being pledged for their security, foreclosure pro- 
ceedings cannot be started in the event of default. There can 
be no foreclosure when there is nothing to foreclose. Of 
course the issuing company may become bankrupt, may be 
put into the hands of a receiver, and so on, in which case the 
holders of the debentures will find their place among the 
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creditors of the corporation according to the relative priority 
of their claims as compared with those of other types of 
creditors. 

Introduction of the Indenture-—Another interesting feature 
of debentures is the change they have undergone since the 
opening of the twentieth century in their content and general 
plan of issue. Until about that time, the usual plan involved 
the embodying in each bond of all the details of the issue, in 
addition to the usual promises made to the buyer by the issu- 
ing company. In short, each printed bond contained the entire 
contract, with the result that it was at times a rather wordy 
document. Nowadays this plan has been abandoned, and in 
addition to the bond there is prepared and issued an indenture, 
a legal instrument executed by the parties to the contract and 
binding each to the other. The indenture names a trust com- 
pany to see that the promises are duly fulfilled, thus doing away 
with the necessity-of embodying in each bond all the terms of 
the contract. There is no standard form of indenture cover- 
ing the issuance of debenture bonds, inasmuch as the parties to 
it may agree to many covenants which may be inserted, or the 
number of covenants may be very few. 

Features of a Debenture Agreement (or Indenture).—The 
indenture or deed of-trust is a contract between the corpora- 
tion that issues the securities and the trustee who is the legal 
representative of the bondholders. Just as an indenture is most 
important to those who hold the mortgage bonds of a corpora- 
tion, so the indenture is equally as important to debenture 
holders, for it describes their rights and privileges. The in- 
denture contains a number of clauses usually found in such an 
instrument, and in addition it may contain a considerable num- 
ber of other clauses dealing with special features designed to 
protect the present and future interests of the bondholders 
under the particular issue about to be made. Some of these 
provisions will now be mentioned. 

The issuing corporation may agree not to mortgage its prop- 
erty during the lifetime of the debentures; or it may agree 
instead that if a mortgage is placed on its property the present 
debentures automatically will come under such mortgage or be 
as fully secured as the mortgage bond. This means that the 
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debentures then become secured by property and virtually be- 
come mortgage bonds, though still called debentures. Such are 
various issues of debentures of the New York, New Haven 
and Hartford Railroad Company now substantially mortgage 
bonds, since the execution of its first and refunding mortgage 
in 1920, under which practically all preéxisting obligations be- 
came equally secured along with $95,000,000 of bonds to be 
issued to our federal government. The indenture may contain 
a provision requiring the issuing corporation to maintain its 
current assets so that they will not fall below a definite ratio to 
its current liabilities. Again, the supplementary clauses may 
include a sinking fund provision. Restrictions upon the cor- 
poration with respect to borrowing in the open market may be 
inserted, such as a requirement that the net quick assets of the 
concern must be maintained at not less than a specified high 
percentage (125, for instance) of the par value of the out- 
standing debentures. It may even be required that current 
assets must always be maintained at a point in excess of the 
combined amounts of the outstanding debentures and the cur- 
rent indebtedness. All such provisions are designed to prevent 
the strength of the debenture bonds from being weakened by 
the subsequent acts of the issuing corporation. In short, if the 
debtor is in great straits financially, almost any reasonable re- 
quirement may be injected into the agreement by the writers 
of the indenture upon demand of the bankers or investors, and 
the borrowing corporation will be powerless to refuse to accept 
its provisions. 

Are Debenture Issues Common?—TIn England, contrary to 
the American practice, mortgage bonds are conspicuous for 
their absence among railroad securities. It seems to be rather 
generally recognized among the local buyers of English rail- 
road securities that interest can be paid on a bond only if it is 
earned; and that, in the final analysis, the mortgage on the 
physical property of a railroad is not much better security for 
the bondholders than the mere promise to pay as represented 
by a debenture bond. In this country, however, the railroad 
bond secured by a mortgage on real property makes the wider 
appeal. Some railroads in this country, however, throughout 
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their whole history, until very recently, have followed the prac- 
tice of issuing only debenture bonds. 

The debenture is a type of security adapted to industrial 
concerns because it has been considered an ill-advised policy for 
most types of industrial corporations to bond their property 
under mortgage. Among public utilities, debenture issues until 
recently have been rather sparingly used, probably in response 
to a rather widespread sentiment among the American security- 
buyers that secured obligations rather than general credit obli- 
gations are better adapted to the public utility type of corpora- 
tion. Nevertheless, an examination of a recent issue of The 
Public Utility Compendium * shows that a considerable number 
of public utilities have one or more debenture issues in their 
financial plans. Examples of these chosen at random are the 
American Water Works and Electric Company, Inc.; Seattle 
Lighting Company; Standard Gas and Electric Company; The 
Detroit Edison Cempany; and the American Telephone and 
Telegraph Company. 

Debentures as Investments.—It is a fair generalization that 
debenture issues, especially of railroads, run for a relatively 
shorter period than mortgage bonds; this is not, however, 
always the case. When the date to maturity is only a few 
years, they are virtually short-term notes. Sometimes an issue 
of debentures or short-term notes is put out by a railroad in 
anticipation of a later mortgage bond issue when the securities 
market becomes more favorable from the borrower’s stand- 
point than it is when the present need for funds is pressing. 
Some American authorities on private finance seem to regard 
straight debentures as a relatively weak class for investors to 
consider. The basis for such opinion would seem to be the 
fact that debentures do not carry with them the power of 
foreclosure. It cannot be justly said, however, that railroad 
debentures are a security of roads having poor financial credit ; 
there are outstanding instances where debentures have been re- 
sorted to by roads of high credit standing. If the indenture 
pertaining to a debenture issue includes proper safeguards along 
the lines indicated above (page 251), if the debentures are an 
issue of a road of good credit, and if they run for a relatively 

1Issued by The Commercial and Financial Chronicle, New York. 
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short period of time, their investment strength should be 
expected to be great. That they all should be classed as a weak 
security from the investment standpoint is an attitude that is 
scarcely defensible. That their future security is uncertain, 
however, unless surrounded by proper safeguards, can hardly . 
be questioned. It is not a safe maxim for any investor to hold 
that securities are capable of being evaluated as a good or bad 
investment according to their respective classes. Each issue of 
securities must be judged only after a careful analysis of its 
fundamental features, whether it be an issue of government 
bonds or any one of the several classes of securities of private 
enterprises. There are probably both desirable and undesir- 
able issues in any class. 


INCOME BONDS 


In a previous chapter, reference was made to the fact that 
in the effort to meet the desires of all types of investors, the 
original distinguishing features of a typical stock or bond have 
been so departed from that certain securities have come to 
have characteristics of both a stock and a bond; that is, they 
occupy a kind of middle zone, or are a compromise between 
the two typical and original types of securities. Such is the 
income bond. It is a bond in that it is, in almost all cases, a 
promise on the part of the issuing corporation to pay the holder 
a definite sum of money at a specified time, although there 
have been occasional instances where such bonds are of the 
irredeemable type. It is an interest-bearing security, although 
the interest need not be paid in any given year unless it has 
been earned; this is the chief distinguishing characteristic of the 
income bond. Of all so-called general credit securities, it is, 
broadly speaking, the least attractive from the investment 
viewpoint. 

Income Bonds and Debenture Income Bonds.—To avoid 
confusion, it may be well to distinguish at once between income 
bonds, debenture income bonds, and debenture bonds. The dis- 
tinction between debenture bonds and debenture income bonds, 
in the typical case, is that the interest on the former must be 
paid; if not paid, the holders of straight debenture bonds may 
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start receivership (not foreclosure) proceedings. In the case 
of debenture income bonds, there is, of course, a claim on the 
part of their holders on the corporation’s assets as security for 
the principal; but the interest need not be paid unless earned 
and, in the absence of bad faith on the part of the directors, 
nothing can be done about it. There is a slight difference 
between income bonds of certain issues and debenture income 
bonds in that, at times, the former have some degree of special 
security in the form of a junior mortgage on property, while 
a debenture income bond, strictly speaking, does not. In such 
cases, the designation debenture income bonds, if applied to the 
former type, would not be correct. 

Other Names for Income Bonds.—Income bonds sometimes 
bear other names, such as preference bonds or adjustment 
bonds. This is largely an acknowledgment of the fact that 
borrowers, or those who expect to market the borrowers’ obli- 
gations, recognize that there is after all something in the name 
attached to a bond issue. Due to the unfortunate positions 
that income bondholders at times in the past have found them- 
selves occupying, the term income bond, for a period at least, 
was more or less in disrepute; hence the adoption of other 
names, such as preference bonds or adjustment bonds for the 
security which actually was an income bond. By some they 
also are properly spoken of as “contingent charge securities” 
in that the interest, as already mentioned, need not be paid in 
any particular year unless it can be established that the earn- 
ings of that year justified such payment, regardless of the 
fact that interest on all securities senior to the income bonds 
may have been paid. The payment of the interest is not 
promised definitely; it is contingent upon the earnings during 
a specified time. 

Another point to note regarding income bonds is that almost 
uniformly the investment contract provides that no dividends 
shall be paid to stockholders in any year unless the income 
bondholders for the same period have received their full inter- 
est. One case is noted by Sakolski * where exactly the oppo- 
site is provided for, namely, that of the Green Bay and Western 
Railroad, Class B Income five-per-cent bonds, which require 


1 Principles of Investment, p. 80. 
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payment of interest only after the holders of the common stock 
have received a dividend at the rate of five per cent annually. 

Interest May Be Cumulative.—As already stated, the in- 
terest feature of income bonds, whereby the interest payment 
is contingent upon its being earned, is the outstanding attribute 
of this class of credit obligation. But there are several plans 
of arranging the interest payments when drawing up the in- 
come bond contract. Thus we find that (1) the interest may 
be non-cumulative—if passed legitimately, that is the end of it 
for the year in question; (2) the interest may be non-cumula- 
tive for a limited number of years, after which it becomes 
cumulative; (3) the interest may be cumulative from the be- 
ginning—that is, with no waiting period; (4) when interest is 
not earned in a poor year, the necessary amount of money for 
interest payment is to be taken from a reserve fund that has 
been created in good years; (5) other rare instances are known 
of arranging the interest on some other plan. 

Determining Whether or Not Interest Has Been Earned. 
—There has been much litigation in specific instances over the 
question as to whether or not interest has been earned. 
Prompted by self-interest, the income bondholders have at 
times been inclined to believe that interest has legitimately been 
earned when the dividend has been passed by the directors of 
the corporation in question. It should ever be kept in mind, in 
connection with such a controversy, that the directors are pre- 
sumably the representatives of the stockholders, the latter hav- 
ing delegated their control over the affairs of the corporation 
to their representatives, the directors. The directors, though 
they are expected of course to administer the corporate affairs 
in a manner that will be equitable to all parties concerned, 
naturally will be inclined to mold their policy so that the inter- 
ests of the shareholders will not be jeopardized. By with- 
holding non-cumulative interest from the income bondholders, 
such money as is thus withheld may be turned back into the 
corporation to increase its surplus, thus making the day nearer, 
it may be hoped, when dividends on the stock will be declared. 
We recall having seen a statement somewhere to the effect 
that the presence of income bonds is a standing invitation to 
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the directors of a corporation to manipulate its affairs in favor 
of the real owners (the stockholders) so that interest on income 
bonds will be passed whenever any good reason can be shown. 
Though this is probably an exaggeration, and a policy which 
few boards of directors would choose to follow, it does con- 
tain a grain of truth, as witnessed by the disputes between 
the two conflicting interests—those of the income bondholders 
and the stockholders. The dispute in any specific instance usu- 
ally centers around questions of accounting, particularly of 
maintenance and depreciation. Physical property, where it ex- 
ists, must be kept up to a definite standard in business enter- 
prises, and sufficient charges to this end is a policy easily 
defended by the directors when disgruntled income bondholders 
try to establish the claim that a more equitable accounting 
arrangement would have given them their interest. It is worth 
while, perhaps, to note an interesting adjustment to the contro- 
versial difficulty mentioned that has been made in one or two 
instances that have come to our attention. In these cases, the 
holders of the income bonds, so long as the full interest was 
still unpaid, had the right under their contract to elect all but 
a bare majority of the board of directors. 

Earlier versus Later Issues of Income Bonds.—Years ago, 
such income bond issues as were outstanding were, in by far 
the majority of instances, the product either of a readjustment 
of the financial plan of a corporation or of an actual reorgani- 
zation following bankruptcy. In either case the problem was 
likely to be the reduction of the fixed charges, and one way of 
doing this was to substitute where possible for a fixed-charge 
security a contingent-charge security ; that is, to replace a bond 
issue bearing interest (certain), by a bond of the income type 
or by a preferred stock. The holders of fixed-charge securities 
on which interest has been defaulted, though usually reluctant 
to make such exchange, are often induced to do so in order 
that the corporation may not become a complete failure. It 
would seem, however, from recent studies that have been 
made, that income bonds are now at times brought forward at 
the inception of a corporation; and though formerly confined 
largely to financial operations in the railroad field, are now 
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found, relatively uncommon of course, among public utilities 
and industrials. 


RECEIVERS CERTIFICATES 


Receivers’ Certificates an Obligation of a Court.—As the 
title here implies, receivers’ certificates result from a receiver- 
ship. When a business organization, be it a railroad, public 
utility or an industrial, has actually defaulted its interest pay- 
ments or has the appearance of financial embarrassment, it may 
find itself soon in the hands of a court. The court appoints a 
receiver to manage its affairs. Money, in all probability, 1s 
urgently needed, and upon the court’s authority this is obtained, 
at times, by the receiver issuing short-term obligations which 
are generally known as receivers’ certificates. These are not an 
obligation of the financially embarrassed corporation but of the 
court itself. Because of the relatively short time that they 
normally run, receivers’ certificates are properly denominated 
notes rather than bonds, but this is a mere technical distinction. 
Their ultimate security, it may be assumed, is the physical prop- 
erty in the hands of the court so that, granting this assump- 
tion, they are in the nature of an obligation of the secured 
type. Nevertheless, they often are classed as mere credit 
obligations, partly because their interest and principal are regu- 
larly paid by the receiver, and partly because the sale of prop- 
erty to meet such payments is virtually unheard of. Strictly 
speaking, receivers’ certificates seem to be an intermediary type 
possessing characteristics, from different viewpoints, both of 
securities backed by physical property and moe ee of the general 
credit order as well. 

A Court Order for Issue of Receivers’ Certificates.—Inas- 
much as receivers’ certificates result from a court order, it will 
lend clearness to the nature of this form of indebtedness to 
quote from an order of the supreme court of one of our states 
(all names deleted) : 

It is ordered that and , as Receivers 
heretofore appointed in this action, be and they hereby are authorized, 
from time to time, to issue and sell, at a price not less than par, certifi- 


cates not exceeding in the aggregate five million dollars, made by them 
in the following form, the blanks being filled: 
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[Here follows the form.] It is further ordered, that said Receivers 
be and they hereby are authorized to immediately issue and sell such 
certificates in such amounts, not exceeding in the aggregate three 
million dollars, as may seem to them advisable. 


And it is further ordered, that said Receivers be and they hereby are 
authorized to use the proceeds of said certificates in their discretion to 
pay their necessary and current expenses in the performance of the 
duties of their trust, and sums now due to companies operating con- 
necting lines of railroad upon contracts for the interchange of freight 
or passenger business, and moneys due for right of way and depot or 
other grounds necessary for the proper management and operation of 
said railroad, and moneys due or to become due upon the rolling stock 
and equipment of said railroad which must necessarily be paid to retain 
the possession, use and ownership thereof, and all moneys due and 
owing by the defendant Railway Company for labor and _ services 
rendered in operating said railroad . . . , and money due for supplies 
purchased and used by said defendant in carrying on its business, and 
for rentals, and for terminal, ferry and depot expenses subsequent to 
that date, whether the same be represented by notes, made by said de- 
fendant, or not, and all taxes lawfully imposed upon the property of 
said defendant, and the proper expenses of said defendant in maintain- 
ing its organization and corporate existence. Said Receivers, however, 
are not to pay out for right of way, or depot or other grounds, any 
sum exceeding in the aggregate the sum of two hundred thousand dol- 
lars, nor any sum for rolling stock or other equipment exceeding in the 
aggregate the sum of four hundred thousand dollars, without the 
further order of this Court. 


And it is further ordered, that said Receivers be and they are hereby 
authorized to execute and deliver all necessary lease-warrants in the 
forms and at the times required by the existing contracts for the pur- 
chase of Rolling Stock and equipment made by said defendant Rail- 
way Company. 


And it is further ordered, that the certificates issued pursuant to this 
order by said Receivers shall, until full payment therefor, with interest, 
be a lien and charge on all the property covered by said mortgage prior 
to the lien of said mortgage, and that in the final order herein, before 
the discharge of said Receivers, if any of said certificates have not 
previously been paid by said Receivers, provision shall be made for 
their payment. 


Later, the Court made a further order, including the fol- 
lowing: 


And the said Receivers be and they hereby are authorized and directed, 
until the further order of the Court to the contrary, to keep and per- 
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form on the part of the said Railway Company all covenants and agree- 
ments in said contracts to be kept and performed by said Railway 
Company, exactly the same as said Railway Company ought to keep 
and perform the same according to the terms of said contracts if said 
Receivers had not been appointed. 


Receivers’ Certificates Senior to First Mortgage Bonds.— 
The receivers’ certificates thus authorized ran for a period of 
three years and bore interest at the rate of six per cent per 
annum, payable half-yearly. In the text of each certificate it 
was stated that “‘said certificates to the amount secured thereby 
are hereby declared to be a debt of the Receivers incurred for 
the benefit and protection of the mortgaged property in their 
hands, and until full payment thereof, to be a lien and charge 
thereon prior to the first mortgage and the interest thereon.” 
Thus may the first mortgage bondholders, in the event of 
receivership, be deprived temporarily of their prior claim and 
become, for the time being, holders of junior securities. Some- 
times receivers’ certificates are placed by the court superior to 
all of the mortgage bonds, if several mortgages exist; some- 
times superior only to some of the mortgages. Generally, how- 
ever, if not made the ranking claim of all claims upon earnings, 
they are given a high position in the list. Though usually 
treated tenderly in a railroad reorganization, the holders of re- 
ceivers’ certificates have been forced at times into making a 
sacrifice. The certificates are not always paid off by the receiver 
at maturity: payment is sometimes made in full, sometimes 
payment is delayed, sometimes it is actually defaulted. The 
normal expectancy is that, inasmuch as they are issued only to 
get funds for an emergency, the certificates will be of short 
duration and will be retired or otherwise arranged for satisfac- 
torily before the court relinquishes its jurisdiction over the 
corporate property. 


Chapter XIX 


ASSUMED, GUARANTEED, JOINT, PARTICIPATING, 
« AND CONVERTIBLE BONDS 


In addition to the types of corporate bonds discussed in the 
foregoing chapters, there are still several other types, of which 
only five will be treated here. These are listed in the title 
of this chapter. For a discussion of bonds other than those 
we are to consider, the reader is referred to any one of a num- 
ber of books devoted nicer to the general subject of 
investments.* 


ASSUMED BONDS 


There is a good deal of confusion regarding the exact 
nature of assumed bonds, particularly with respect to the dis- 
tinction between them and guaranteed bonds. Unfortunately, 
writers who have discussed assumed and guaranteed bonds 
have not always agreed with each other, so that the student 
who consults several authors often is left in doubt as to the 
nature of each of these securities. We shall undertake to dis- 
tinguish between assumed and guaranteed bonds by concen- 
trating upon a typical case of each, beginning with assumed 
bonds. 

Assumed Bonds in a Typical Instance.—Outside of the 
railroad and traction fields, assumed bonds have played a very 
small part in financing American business. It is in connec- 
tion with railroad finance that this type of security first came 
into considerable prominence in this country. Accordingly, 
our illustration of the nature of assumed bonds will be drawn 


1Among these are CHAMBERLAIN’S The Principles of Bond Investment; 
Lacerquist’s Investment Analysis; Roitins’ Municipal and Corporation 
Bonds; and Saxorski's Principles of Investment. There are many articles 
dealing with special types or classes of securities; see classified bibliography, 
LAGERQUIST, pp. 703-774. 
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from the railroad field, although the case, as will be seen, 
is purely a hypothetical one. In 1880 a short railroad was built 
between places A and B, located in the eastern part of the 
United States. The money for building the railroad was ob- 
tained by selling stock and by floating an issue of 6-per-cent 
first mortgage bonds maturing in 1958. This road was a 
purely local line and had less than one hundred miles of track. 
Some years after the building of this railroad, a much larger 
company was chartered to build a line about twenty-five hun- 
dred miles long, a part of which was adjoining the property of 
the road of the first company. As a matter of fact, one of 
the stations on the second road was located at B, the terminus 
of the short road extending from A to B. In the course of 
time, the second railroad wished to acquire the first, and ar- 
rangements were made whereby all the assets of the first 
company were merged into the property of the second. The 
first company then passed out of legal existence, all of its 
physical property and assets of every sort whatsoever having 
been acquired by the second company. 

In acquiring the assets of the first company the second com- 
pany, of course, had to assume its debts as well; and it will be 
recalled that among the first company’s obligations were first 
mortgage bonds which did not mature until 1958. The sec- 
ond railroad took over the issue of first mortgage bonds of 
the acquired road and they became assumed bonds of the second 
railroad company. This is a typical instance and it shows 
how a bond which may have borne an entirely different name 
becomes labeled an assumed bond. 

Someone might wish to raise the question as to whether at 
the time of the merger of the first company into the second 
the latter should formally agree to be responsible for the bonds 
of the former. This is often the procedure but it is not neces- 
sary, because if the absorbed corporation passes out of legal 
existence, there is no question but that the absorbing company 
must automatically undertake to assume the payment of inter- 
est and ultimately the principal on the outstanding bonds of 
the absorbed company. From the bondholders’ standpoint in 
the case mentioned above, the mortgage securing the bonds, 
although it was issued by the first company referred to, becomes 
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after the absorption of the first company by the second just 
as much an obligation of the second company as if such obliga- 
tion originally had been issued by the second company itself. 


GUARANTEED BONDS 


The guaranteed bond is a relatively common security. It 
usually comes into existence through one corporation, presum- 
ably of relatively high credit standing, assuming liability with 
respect to the bonds of another company which it either con- 
trols or with which it may have some important business inter- 
est. Guaranteed bonds differ, therefore from assumed bonds 
in that in the case of the former, the guarantee is made by 
one company with respect to the bonds of another company 
which is still in legal existence. In the case of assumed bonds, 
however, the company whose bonds have been assumed passes 
out of existence, as we have seen. It might be expected that 
the guarantee would strengthen the market standing of the 
guaranteed bond in that it is, in a way, an obligation not only 
of the issuing corporation which still is in existence, but in that 
this obligation is supported also by the guarantee of a second 
corporation. 

Two Kinds of Guaranteed Bonds.—Guaranteed bonds may 
be divided into two classés on the basis of the method by which 
the guarantee is effected. The most usual form of effecting 
the guarantee is by negotiating a contract between the guar- 
antor and the company whose bonds are being guaranteed, 
which contract is evidenced by endorsing on the guaranteed 
bond some such statement as the following: 


For value received, the XYZ Company hereby unconditionally guar- 
antees to the owner of the within bond the prompt payment of the 
principal thereof and interest thereon at the time and in accordance 
with the plan therein mentioned. 


The second plan for guaranteeing a bond is less direct than 
the one just described, and consists in bringing into existence 
a contract other than the bond contract itself, a part of which 
has to do with guaranteeing bonds of a certain issue. In this 
second case there is not endorsed on the guaranteed bonds any 
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statement, as in the first type mentioned, which would evi- 
dence the guarantee. This plan is sometimes spoken of as the 
indirect method of guaranteeing bonds. It is rather common, 
where one railroad company makes a lease contract with a 
subsidiary railroad, to have embodied in the lease a statement 
whereby the stronger road guarantees the bonds of the smaller 
corporation. In some cases the amount paid per year by one 
company to another under a lease will equal the interest on the 
guaranteed bonds, together with the general overhead expenses 
and taxes of the smaller concern. In some cases the amount 
of payment under the lease may be extended to include a stated 
dividend on the stock of the smaller organization. It is under- 
stood, of course, that both companies still maintain their legal 
existence. The guarantee under the lease may extend to both 
interest and principal, or it may be a guarantee of interest only. 
Within the railroad field the plan of, guaranteeing both interest 
and principal is much more common than the plan of guarantee- 
ing interest alone. There are cases where the bond of a com- 
pany may be guaranteed by an individual rather than by some 
other company. This form of bond also would be a guaran- 
teed bond. 

Typical Case of Guaranteed Bond.—It may be well to give 
a hypothetical instance of the way in which guaranteed bonds 
may come into existence. A small railroad has been built 
connecting a seaport with a place two hundred miles in the 
interior. This railroad has outstanding an issue of first mort- 
gage five-per-cent bonds, maturing in 1980. Another railroad, 
stretching from the inland terminal of the first railroad, reaches 
out two thousand miles further into the interior of the country. 
It has not, however, any seaport terminal of its own. The 
longer railroad enters into a contract with the shorter one 
whereby it leases the property of the latter, and under the 
terms of the lease it agrees to pay a substantial rental which 
will be sufficient to cover the interest on the mortgage bonds 
of the shorter road and a stated dividend on its stock, together 
with certain other charges, including taxes. Under the terms 
of this lease the bonds of the leased road have had their interest 
and principal guaranteed. 
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An example of a bond issue guaranteed by two different 
companies is the first mortgage bond issue of the New York 
Connecting Railroad Company, the company which owns the 
viaduct bridge and railroad about nine miles in length connect- 
ing Port Morris, New York, at Hell Gate, with Long Island 
City. This is a connecting link between the New York, New 
Haven and Hartford Railroad and the Pennsylvania Railroad 
Company. The bonds of the New York Connecting Railroad 
Company are guaranteed, principal and interest, jointly and 
severally by the two railroads mentioned above. Strictly speak- 
ing, these are guaranteed bonds and not joint bonds. 

Value of Guarantee.—The question is often raised as to the 
effect from the investor’s standpoint of the guarantee of in- 
terest and principal on a bond issue by another company. The 
facts seem to be that in some cases the guarantee is really of 
no material value to the holder of the bond, whereas in others 
it may strengthen the value of the bond in question. If a sub- 
sidiary company (or the company whose bonds are guaranteed ) 
has a substantial earning power of its own, which earning 
power is sufficiently great to insure the payment of the interest 
and principal on its own bonds, and if the subsidiary company 
has strong credit standing of its own, the guarantee of its 
bonds by another corporation adds little or nothing to their 
strength. On the other hand, if the subsidiary company is in 
rather poor-credit standing, and if it has difficulty in paying 
its fixed charges, the guaranteeing of its bonds by a corpora- 
tion with higher credit standing and with substantial earning 
power as compared with its fixed charges should add consider- 
ably to the strength of the guaranteed bonds. In brief, the 
guaranteed bond may or may not be a splendid investment, 
depending entirely upon the considerations surrounding the 
case in question. 


JOINT BONDS 


A joint bond is a combined obligation of two or more 
corporations. It is quite possible that the same property may 
be the common security for the bonds. An outstanding his- 
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torical example of a joint bond issue was that of the Northern 
Pacific and Great Northern Railway Companies. This issue 
attracted a great deal of attention in its day and for a long 
time was the classical instance of a joint bond issue. The 
bonds were known, technically, as the Great Northern-Northern 
Pacific joint collateral trust 4’s. The security for them was 
the majority of the stock of the Chicago, Burlington and 
Quincy Railroad Company. The bonds just mentioned were 
the direct obligation of both the railroad companies mentioned. 
This issue came into existence in 1901 and matured in noeG; at 
which time the bonds were refunded. 

It is rather common for joint bonds to originate in connec- 
tion with the construction and use of terminal facilities which 
are to be used by more than one transportation company. It 
often happens, in the construction of such a terminal, that a 
company is created by the interested corporation for the pur- 
pose of owning and operating the terminal property. The vari- 
ous transportation companies that are to use the terminal 
facilities become the owners of the terminal company, and it is 
a common practice for them to make contracts with the term- 
inal company for the use of the terminal. The terminal com- 
pany may have issued bonds to supply part of the money for 
building the terminal and it is probable that these bonds will 
be guaranteed jointly, both as to interest and principal, by the 
companies using the terminal facilities. It will be seen from 
what has been said here regarding joint bonds that they are 
very similar to the guaranteed bonds discussed above. Joint 
bonds may be any one of several classes—such as mortgage, 
collateral trust, or debenture. Joint bonds have been issued 
by several types of corporations. The joint 4’s of the Norfolk 
and Western Railroad Company and the Pocahontas Coal 
Company are often spoken of as a mining issue. They are 
the direct obligations of a mining company and a railroad 
company, the mortgage being on coal lands rather than on the 
property of the railroad. There is some distinction between 
joint bonds as such and those which are jointly guaranteed by 
two or more corporations, although in certain cases the two 
types apparently merge into each other. 
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PARTICIPATING BONDS 


A participating bond is one upon which a certain rate of 
interest is pledged by the issuing company; but in addition to 
this, there is a further agreement under which the bondholders 
are to participate in the earnings of the issuing corporation, 
provided the*earnings are sufficiently great. The extent to 
which this participation is allowed may be definitely fixed in 
the bond contract, or it may be left unlimited. The feature of 
participation in the earnings makes the participating bond a 
species of borderland security between the typical stock and 
the typical bond. There are very few instances where corpora- 
tions have resorted to this form of security. One writer has 
referred to the participating privilege as a form of ‘‘window 
dressing” designed to enhance the market price of the security, 
especially if it is being issued by a corporation with relatively 
poor credit. 


CONVERTIBLE BONDS 


It has become a relatively common practice for corporations 
issuing securities to have some of them contain the convertible 
feature. Any security that can be exchanged for another type 
of security issued by the same corporation is a convertible 
security. Thus we find that in certain instances preferred 
stocks may be converted into common stocks; that short-term 
notes may be converted into certain forms of bonds or stocks ; 
or that various bonds are exchangeable for the stock, common 
or preferred, of the issuing corporation. A convertible bond 
therefore is a bond which may be exchanged for another secur- 
ity, ordinarily the stock of the issuing company. This is the 
usual situation.1 Occasionally, however, the conversion privi- 
lege applies to the securities of some other company, but when 


1 There is considerable literature on the subject of convertible securities. 
Perhaps the best instance of this is the work of Monrcomery Rotirns 
entitled Convertible Securities, published in 1913. The same author has 
written elsewhere on this topic, as, for example, in Volume XXXV of the 
Annals of the American Academy of Political and Social Science. 
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this is the case the other company is generally in close financial 
relationship with the first company mentioned. 

The usual plan is to insert in the bond contract a statement 
making the conversion privilege optional with the bondholder, 
although there is an occasional exception to this rule. The con- 
version privilege is a matter of contract, and this has never 
been standardized. It may be said with a slight degree of 
exaggeration that there are, in fact, nearly as many different 
methods of conversion as there are conversion contracts drawn. 
Consequently, it is difficult to generalize in discussing converti- 
ble issues. Ordinarily the conversion privilege is limited to a 
stated period of time and the exchange of one security for 
another is in accordance with a definitely prescribed rate of 
exchange. Very often the rate of exchange is par for par, 
but there are numerous instances where the exchange is not on 
such an even basis. When the exchange is par for par a bond 
possessing the value of $1,000 would be exchangeable for ten 
shares of stock having a par value of $100 each. On the other 
hand, it might be possible to arrange a contract whereby bonds 
to the value of $1,250 par value would be exchanged for ten 
shares of stock of the par value of $100 each. Sometimes the 
contract stating the rate of conversion leads to considerable 
complication in effecting exchanges. The term, ratio of con- 
version, is a common one in the field of business finance. 
It refers to the percentage of the par value of the particular 
stock which is to be received in exchange for the convertible 
bond. 

Reason for Convertible Bonds.—The outstanding purpose 
of a corporation in issuing convertible bonds is to obtain the 
highest price possible for its securities. The convertible fea- 
ture is very attractive to certain classes of investors who, while 
desiring for the present the security found in a bond, wish to 
avail themselves of the opportunity of becoming a shareholder 
rather than a bondholder if the corporation proves in the future 
to be a large income-earner. Convertible bonds have been sold 
by corporations with high credit standing. The bond is not 
one which would appeal ordinarily to the very conservative in- 
vestor; rather it makes its strongest appeal to the speculative 
type of investor. 
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Railroads have been common issuers of convertible bonds. 
The types of issues to which the convertible feature has been 
attached are most commonly debentures and certain general 
issues, rather than first mortgage bonds. It is rather common 
to have inserted in the contract covering the bond issue, when 
the conversion privilege is included, a statement to the effect 
that the company itself may undertake to retire the bonds 
before they come to maturity by calling them at a premium. 
The conversion feature in a bond issue often results in the 
retiring of the bonds before maturity, thus reducing the fixed 
charges of the corporation. From this viewpoint the converti- 
ble bond represents one aspect of the various plans for ex- 
tinguishing bonded indebtedness, a topic to be discussed in the 
next chapter. 

Summary.—In concluding our discussion of types of bonds, 
it is well to remind the reader that we have by no means ex- 
hausted the list. Moreover, the line of distinction between the 
various types of securities discussed in the foregoing chapter is 
not always clear. Sometimes a particular issue is really a bond 
that may properly bear more names than one. For example, a 
collateral trust bond may be a guaranteed bond or an assumed 
bond. An income bond at times is supported by a junior mort- 
gage, and so on. The point to note in connection with this 
matter is that there seems to be no limit to the ability of finan- 
ciers and their legal advisors to devise a type of security to meet 
almost any situation that they find themselves confronted with, 
or to devise almost as many types of securities as there are types 
of investors. Bearing in mind, then, that our discussion in the 
foregoing chapters is by no means exhaustive, we pass on to a 
consideration of the refunding and repayment of bonds. 


Chapter XX 
EXTINGUISHING CORPORATE BOND ISSUES 


Current Debts and Funded Debts.—Broadly considered, 
the debts of a corporation may be divided into two classes, 
current debts and funded debts. Current debts are repre- 
sented by accounts payable, bills payable and other similar in- 
struments. Ordinarily these are paid as they become due out 
of current income, so that they do not necessitate on the part 
of the corporation, as a rule, the making of special provision 
for their payment. There have been certain instances where 
corporations have found it necessary to fund their current debts 
by issuing in their stead relatively long-term obligations. This, 
however, is unusual. 

Funded debts, in contrast with the usual method of handling 
current debts, make necessary a carefully laid plan for their 
ultimate liquidation—a plan for paying them off at maturity or 
earlier, or for refunding them. In an earlier chapter (Chapter 
XIV) it was pointed out why corporations are prompted to 
borrow the funds of others and thus create funded debts; and 
in several succeeding chapters the various types of corporate 
securities (bonds and notes) that have been devised for evi- 
dencing funded debts or for effecting long-term and _ short- 
term borrowings were considered. 

A corporate bond, it will be recalled, is a written promise to 
pay the holder a definite amount of money at some specified 
time in the future, interest in the meantime being paid annually, 
semi-annually or quarterly. One outstanding feature of a 
bond is that the principal sum which has been lent to the 
borrower by the buyer of the bond must in time be paid back. 
There are, of course, a few cases in which the bond is irredeem- 
able; this is the exception, however. Normally, the corpora- 
tion must make arrangements for paying off, sooner or later, 
the principal of the bonds or for providing for the extension 
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of the loan. The purpose of this chapter is to consider various 
methods that have been devised for retiring bond issues, or for 
making provisions for their refunding which will be satisfac- 
tory to their holders. 

Provisions for Retiring Preferred Stock.—Before consid- 
ering methods of extinguishing corporate bonded indebtedness, 
brief reference will be made to the fact that preferred stock 
often is issued under a plan whereby some provision is made 
in the contract for retiring the particular issue at a not far dis- 
tant date. Since the opening of the twentieth century it has 
been very common for corporations in issuing preferred stock 
to insert in the contract a provision for its redemption. As 
the present century has worn along, it would seem that this 
provision has become increasingly common. One writer? 
states that nearly 93 per cent of the issues of preferred stock 
that have been put out by corporations since the Armistice 
contained the redemption privilege. Although this is a matter 
regarding which some arrangement was at least foreshadowed 
or, more probably, specifically provided for in the preferred 
stock contract, it may be stated that when the callable feature 
is inserted, the preferred stock may be redeemed by the direc- 
tors of the corporation in question either in whole or in part 
at any dividend date.~ It is usually required that one to two 
months’ notice of such intention must be duly served upon the 
holders of the preferred stock, and the price at which the 
stock is to be called is usually stated. This is likely to be 
somewhat in advance of par value—say 120, 125, or 130. 
The preferred stock contract may provide that the stock may be 
called by the directors only as a whole, but this is unusual. 

Extinguishing Bonds by Conversion into Stocks.—Among 
the various methods of extinguishing bonded indebtedness in 
certain instances is that of exchanging the bonds for some other 
type of security, ordinarily stock. This plan will now receive 
attention. It can be resorted to only when the conversion privi- 
lege has been inserted in the bond contract. The general 
nature of convertible bonds already has been discussed (pages 
267-269) and it will not be repeated here. There is sometimes 


1Jacxson, J. H., “Treatment of Redemption Funds,” in Journal of Ac- 
countancy, June, 1922. 
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confusion in the minds of those who wish to inform themselves 
with respect to conversion as to the technique in the conver- 
sion process. It may be well, therefore, to give a practical 
illustration of the principles involved in converting bonds into 
stock. 

Plan of Conversion.—The plan of conversion is a matter 
of contract and it is, of course, well known to most holders of 
convertible bonds. It is common for the contract to contain 
a provision for exchanging the bonds for stock on the basis 
of par for par. This means that the holder of a bond with 
a par value of $1007% would receive for it in such a case one 
share of stock of the par value of $100; and the holder of 
ten such bonds would receive ten shares of stock, and so on. 
The exchange on this basis, however, assumes that the price of 
the bond in the market is $100 and that the shares of stock 
also have a market price of $100 each. As every one knows, 
however, it is seldom that the par value of stocks and bonds 
coincides with their market value at any particular point of 
time. There are numerous cases where there is inserted in the 
bond contract a statement to the effect that the stock that is 
to be given by the corporation in exchange for the bonds must 
be taken by the bondholders at more than par, as, for example, 
120. In this particular case, it would require bonds of the par 
value of $1,200 to secure stock of the par value of $1,000. 
This assumes, of course, that both types of securities (the bond 
and the stock) have a market value, at the time the exchange 
is to be effective, exactly equal to their face value; this, of 
course, is not likely to be the case. The bonds may be selling 
at a price different from their par value, and the stock may be 
selling above or below par. In order to illustrate how the 
conversion would actually take place under these conditions, let 
us assume that the stock is selling in the market at $108 a 
share. The bonds in this case would be at the so-called ‘“‘con- 
version point” at 42°°ths of the market price of the stock; 
that is, at ¢ths of $108, or at $90. Consequently, the holder 
of a block of bonds of the par value of $6,000, for example, 
would receive for them on the day their market price was 


*For the sake of greater simplicity in what follows, we are assuming that 
the bonds under consideration have a par value of only $100. 
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$90 each( assuming the bond had a par value of $100) fifty 
shares of stock of the par value of $100, assuming the value 
of each share in the market on that day is $108. The price in 
the market of the block of bonds of a par value of $6,000 is 
$6,000 X .go== $5,400. The market value of the fifty shares 
of stock is $108 & 50== $5,400, the same amount as was just 
found to be the value of the bonds. The exchange of the 
block of bonds of the par value of $6,000 could therefore be 
made for the fifty shares of stock under the conditions that 
we have mentioned without loss or gain to the holder. In 
the event, however, that the bonds were selling in the market 
at more than go per cent of their par value, the holder would 
suffer some loss in making the conversion; whereas if they 
happen to be selling below go per cent of their par value, it 
would be profitable to make the exchange. In connection with 
the above it may be added that bonds are at the so-called con- 
version point where they and the stock into which they may 
be converted are selling in the market at prices so related to 
each other that no immediate loss or gain will be incurred by 
making the conversion. The ratio of conversion, however, is 
the percentage of the par value of the stock (that is to be 
exchanged for the bonds) at which such stock must be received 
by the bondholder for-his bonds. 

When a company issues convertible bonds, there must always 
be available, in the hands of the issuing corporation, stock which 
can be exchanged for these bonds in accordance with the bond 
contract. The convertible feature of a bond is often attractive 
to buyers, especially to those who believe in the future of the 
issuing corporation and who may wish eventually to become 
stockholders in the enterprise. From the corporation’s stand- 
point, the convertible feature in a bond issue represents one 
means whereby a debt may be extinguished without raising the 
actual cash necessary to pay off the bonds. In this way the 
fixed interest charges may be lessened simply by the issue of 
another type of security upon which no fixed charge has to 
be paid. 

Extinguishing Bonds by Redemption.—When corporate 
bonds are extinguished by redemption, the corporation pays 
the bondholders cash for the bonds. The contract covering a 
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bond issue generally contains the details of the procedure of 
redemption, in the event that the bond issue is to be retired in 
that way. The contract may provide that the bonds will be 
redeemed with cash upon the date of their maturity. Some- 
times, however, a corporation putting out a bond issue may 
wish to retire the bonds at some time before they mature, 
although when the bond contract is being drawn it cannot 
be foreseen at what date the corporation might choose to re- 
deem a part or all of the issue. Consequently, the contract 
may simply make it optional with the issuing corporation to 
redeem the bonds before maturity upon any interest date, or 
upon any other plan that might be mutually agreeable to the 
issuing corporation and the underwriters of the issue. Again, 
it sometimes happens that a corporation sells a bond issue under 
a contract which provides for the retirement of the bonds 
upon their maturity; but a few years later the issuing corpora- 
tion may desire for various reasons to retire the bonds at an 
earlier date than that called for in the contract. This may be 
done, provided the bondholders will give their consent. Re- 
demption, therefore, may take place at varying times and under 
varying conditions ; but whenever bonds are redeemed they are 
turned over to the corporation for cash, and the bondholder by 
thus severing his connection with the corporation as a creditor 
must face the necessity of looking elsewhere to find other op- 
portunities for investing his cash. 

Refunding.—A third method of handling a maturing bond 
issue is to refund it—to get out a new issue to pay off the old 
one. Strictly speaking, this method does not actually ex- 
tinguish the debt; it simply extends the time when its payment 
is to be made. If refunding operations continue to be repeated 
and the new issue is projected far into the future, the bonds 
become to all intents and purposes in the nature of irredeemable 
bonds. It is a common practice in the railroad field to refund 
a maturing bond issue. This is in response to a widespread 
feeling that railroads are not expected, so far as can be seen 
at present, to extinguish their bonded debts and thus reduce 
their plan of capitalization to one which involves stocks alone. 
As is well known nowadays, many railroad bond issues at 
the present run for long periods of time, and it is rather 
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widely assumed that, when such issues mature as, for example, 
in 1998 or 2018, they will not be paid off, but that they will 
be refunded into another issue projected, perhaps, for even a 
longer period of time into the still more remote future. 

Refunding Requires Mutual Consent.—Bond issues may be 
refunded either when they mature or at some prior date. 
When refunding is carried out it must be with the mutual 
consent of the bondholders and of the issuing corporation as 
well. In other words, the corporation would find itself power- 
less to compel an old bondholder to accept a new bond against 
his will. Similarly, an old bondholder would find himself 
unable to force the corporation to give him a new bond for an 
old one. The old bonds upon being refunded are gathered in 
by the corporation and retired. Sometimes they are burned 
with more or less ceremony, and sometimes they are kept, it 
may be, as vouchers. When the refunding operations have 
been completed, theold debt, from a certain viewpoint, may be 
regarded as having been extinguished, and in its stead a new 
one has been created. Of course what actually has been done 
is that the old debt has been projected further into the future 
though under an entirely new contract. 

Refunding Bonds When They Mature—When a corpora- 
tion deems it desirablé not to pay off the debt when a bond 
issue.matures but to refund it, authority is obtained to get out 
a new bond issue in the expectation that the old bondholders 
will turn in their bonds for an equitable amount of the new 
issue. If the refunding issue is of exactly the same amount as 
the old one, and if all the bondholders consent to the accept- 
ance of the new bonds for the old ones, the corporation will 
not be required to raise any cash at this particular time to 
facilitate the refunding operations, nor will it be required to 
sell any of its new bonds in the open market. The old holders 
would simply take up the new issue. In the event, however, 
that some of the bondholders demanded cash for their old 
bonds, this cash might be obtained by selling a certain number 
of bonds in the market to new holders, and the proceeds from 
this sale would be used in paying off the old bondholders who 
demanded cash for their holdings. When all is said and done, 
however, in the case of issues that are not refunded until 
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maturity, the old issue has disappeared from the picture, and 
the new one either has simply taken its place or has become a 
part of a much larger issue under a new contract. 

Refunding Bonds Before They Mature.—It frequently hap- 
pens that a corporation desires to refund one or more issues of 
bonds into a single new issue before the former have reached 
their maturity. Some of the motives for undertaking refund- 
ing operations during the lifetime of bonds are to standardize 
the various forms of debt with respect to length of term and 
the rate of interest that the debt carries; to enlarge the market 
for the company’s securities because of the large size of the 
new issue; and to make it possible for the company to borrow 
on terms that will be, in all probability, more advantageous 
after the smaller and. underlying issues that are to be refunded 
have been gotten out of the way. It should be mentioned in 
passing that in the railroad field a thorough-going refunding 
and consolidation of relatively small issues into a much larger 
issue usually has taken place only when the railroad was 
being reorganized. In all probability, the reason for this situa- 
tion is because of the great difficulty involved in inducing those 
who hold the bonds of the numerous smaller issues to agree 
to exchange their holdings of well-secured bonds for those of 
a general refunding issue. It is a great accomplishment for 
bankers and railroad financiers in general to bring about a 
large refunding operation in advance of the date of the ma- 
turity of the bonds. In some instances a great many different 
bond issues have been refunded into one or two general issues. 
At the time of the reorganization of the Atchison, Topeka 
and Santa Fe Railroad in 1889, forty-one different bond issues, 
it is said, were refunded into two blanket issues.1_ The aggre- 
gate par value of the forty-one refunded issues was more 
than $160,000,000. 

Providing for the Future in Refunding.—Since the earliet 
years of the twentieth century, a new feature has crept into 
refunding operations, especially in those of the railroads. This 
feature consists in getting out a large issue of bonds, an issue 
greatly in excess of the needs for the refunding operation 
alone. The excess beyond this amount is to be used for im- 

*See Dewine, The Financial Policy of Corporations, p. 124. 
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provements and betterments as they are needed in the future, 
without the necessity of resorting to a new bond issue. The 
refunding issue in question is usually of long maturity and 
bears some such name as “improvement and refunding.” In 
a word, the general idea behind these issues is that not only 
may refunding of smaller and earlier issues be effected, but 
that such extensions and improvements as are to be found 
necessary in the future can be taken care of by the sale of more 
bonds of the same issue without resorting to a new one. 

An example of a contract providing for a bond issue which 
made provisions for considerable future expansion is the Re- 
funding and Improvement Mortgage of the New York Central 
Railroad Company. The mortgage was dated October 1, 1913, 
‘and the bonds sold thereunder do not mature until 2013, no 
matter what the date of their issue. The purpose of the mort- 
gage was to provide primarily for the future financing of the 
New York Central-Railroad Company and to unify its bonded 
indebtedness. The bonds issued under this mortgage are of 
the serial type. As already stated, none of them mature until 
2013, but they bear the date of April 1st or October Ist next 
preceding the date when any particular series has been au- 
thorized. Another interesting feature of this mortgage is that 
the ultimate total amount of the issues is not definitely stated, 
but is subject to the compliance with certain standards pro- 
vided for in the mortgage document itself. One limitation, 
however, is placed, namely, that the total amount of the re- 
funding and improvement mortgage bonds outstanding shall 
not exceed three times the amount of the capital stock. 

The issue above described is a refunding issue only in name, 
in that the underlying bonds may be extended at the option 
of the New York Central Railroad Company until just about 
the time that the refunding and improvement mortgage bonds 
are due. It would be difficult to find an important bond issue 
drawn with greater flexibility, though with proper safeguards 
for the holders of the issue, than that of the New York Central 
which we have here been briefly describing. 

Making Refunding Operations a Success——Returning now 
to a consideration of refunding operations before maturity, it 
should be noted that the success of a refunding operation on 
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the part of a corporation depends upon its ability to get a 
sufficiently large number of the old bondholders to turn in their 
bonds for the new ones. Very often bait has to be devised 
to induce the bondholders to make the exchange, and this may 
take the form either of a slightly higher rate of interest on 
the new issue, or of an argument to the effect that there is 
greater security in the new issue than in the old, or the pay- 
ment of a cash bonus for each bond, and so on. The able 
assistance which investment bankers are capable of giving 
in financing corporate affairs is now so well recognized that 
it is rather common, when a refunding operation is to be 
carried through, for the corporation concerned to make con- 
nections with an investment banking house or with a syndicate 
of such houses for financing the issue and insuring the sale. 
The syndicate supplies the corporation with the money that 
is necessary to buy in the old bonds from those holders who 
do not wish to make an exchange of bonds of the old issue 
for bonds of the new issue. The corporation reimburses the 
syndicate for such cash by turning over to it sufficient bonds 
of the new issue to make it worth while for the syndicate to 
have rendered its aid. It is said that the history of refunding 
operations where bankers have been brought into the picture 
clearly shows that many more bonds are turned in to be re- 
funded than might have been expected without the financial 
support of the bankers themselves. The very fact that the 
old bondholders see they can get the cash if they want it, 
prompts them to take the new bond rather than the cash. Such 
is human nature! 

Motives Prompting Corporation to Redeem Bonds.—lf a 
corporation is ably managed, if it is enjoying prosperity, and 
if its business is expanding, it would hardly be expected, other 
things being equal, that the management would care to redeem 
a bond issue in advance of the maturity of the bonds. Under 
the conditions indicated, the advantages of trading on the 
equity as set forth in an earlier chapter (Chapter XIV) are 
likely to prompt the managers of the corporation to keep the 
borrowed funds in the business. They can probably earn a 
much larger rate of return on borrowed funds than the rate of 
interest paid. There may be reasons, however—and_ there 
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often are reasons—which prompt a corporation to redeem its 
bonds in advance of their maturity. A business depression 
may be in prospect, or the managers may be prompted by the 
desire to reduce fixed charges. Unless a concern is consider- 
ably over-capitalized, particularly with respect to bonds, or is 
engaged in a form of enterprise where the annual income is 
notably unstable, the desire to reduce fixed charges may not 
necessarily be great. In some cases, however, a large interest 
charge is a source of worry to the management, especially in 
certain types of industrial enterprises. If they have bonds or 
short-term notes outstanding, they may desire, immediately 
following a year when the earnings have been particularly 
large, to retire at once, if proper arrangements can be made, 
an entire issue of notes or bonds in advance of their maturity. 
Again, it often happens that a. bond issue has been floated by a 
corporation under terms that are not at all advantageous from 
its viewpoint; the fieed of new money in the business may have 
been very pressing at the time of the issue, and the terms of 
the bond contract, therefore, may have been rather severe from 
the corporation’s standpoint. If, later, the rate of interest 
should fall, especially at a time when the corporation was en- 
joying prosperity, it might well be that the management would 
desire to redeem the bond issue in question. In this case 
the bonds may be bought in the open market and retired; or, 
better still, if the bond contract contains the necessary provi- 
sions, the bonds may be called at the option of the company. 

Another motive prompting the redemption of bonds by a 
corporation is the desire to provide a means of investing the 
sinking fund (see page 280). Again, a corporation may have 
outstanding a small bond issue which has a prior claim upon 
certain properties. It may be desirable to get out a new bond 
issue which will give the holders of the new bonds first-class 
security, but the present outstanding bond issue may prevent 
the drawing up of the bond contract for the contemplated issue 
in a way which will be entirely satisfactory both to the corpora- 
tion and the bankers. Accordingly, it may be thought desirable 
to redeem if possible the small issue of bonds so as to get 
them out of the way for the successful flotation of the new 
issue. This, of course, can be done if the contract underlying 
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the small issue of bonds contains adequate provisions for such 
redemption, or if the owners of the bonds will agree to accept 
cash for their holdings. 

Still another motive prompting the redemption of bonds 
before their maturity would arise in case a corporation found 
itself with a considerable amount of cash on hand which must 
be used for redeeming the bonds within a very few years but 
which, in the meantime, because of the present condition of the 
investment market, could not be well placed for such a short 
time. Furthermore, it might cost a considerable amount to get 
the money properly invested for a short time until it was 
needed to redeem the bonds. Consequently, if the matter can 
be arranged with the bondholders, or if the provisions of the 
bond contract make immediate redemption possible, it may be 
deemed wise on the part of the management of the corporation 
to call the bonds at once and thus dispose of the surplusage of 
cash. Other motives for redeeming bonds might be added, but 
what has been said is sufficient, perhaps, for our present 
purposes. 

Sinking Funds.—Closely allied with the extinguishing of 
corporate bond issues are the creation of sinking funds in con- 
nection with them, and the practice of issuing serial bonds. 
Accordingly, we shall discuss these two matters in concluding 
the present chapter. 

A sinking fund may be described as a special arrangement 
whereby there is taken periodically from the earnings of the 
corporation a sum of money, the amount being dependent 
upon various circumstances to be mentioned later, the purpose 
of which is to pay off the whole or part of the bonded indebt- 
edness. Years ago, it was common in railroad finance for 
the mortgage underlying a mortgage bond issue to make elabo- 
rate provisions for a sinking fund. When it became recog- 
nized that railway bonds virtually represent a permanent debt 
of the corporation, and that they would be taken care of upon 
maturity by being refunded into another issue, the necessity 
for inserting the sinking fund provision in the railroad mort- 
gage was not so pressing. Accordingly, since about the open- 
ing of the twentieth century it has become less common for 
railway mortgages to make provision for a sinking fund. This 
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is not true, however, with industrial bonds. The latter, because 
of the relative instability of industry of most kinds, and be- 
cause of the consequent uncertainties involved, are expected 
to be paid off in not too remote a time, and it is rather common 
to find some provision for a sinking fund contained in the 
contract underlying an industrial mortgage bond issue. The 
same is true, of course, in connection with all those industries 
which deal with wasting assets, such as oil and mining com- 
panies. The bonds of these concerns must, of course, be paid 
off in time, and it would be a very short-sighted policy that did 
not make provision for their redemption in advance of the 
exhaustion of their diminishing assets. When a sinking fund 
provision is contained in a mortgage document, it is important 
that its promise be complied with; otherwise the bondholders 
are entitled to the right of foreclosure. 

No Standard Sinking Fund Plan.—There is no standard 
way in which a sinking fund is established. A very simple 
method is to prescribe that there shall be put into the fund a 
certain definite sum of money periodically. Under this plan, 
assuming a constant rate of interest, it will be known in ad- 
vance just to what amount the sum will accumulate in a definite 
period of time. Such a plan may entail severe hardship upon 
the corporation in lean years, especially if the payments are of 
any substantial amount. In some lines of enterprise, certain 
businesses may be closed down for a part of the year in times 
of depression, so that the making of a payment or payments 
into the sinking fund under these conditions would be almost 
an impossibility. 

In recognition of the difficulties involved in establishing a 
sinking fund on a flat, or level, rate plan, various other schemes 
have been devised for its establishment. These are rather com- 
plicated at times and lead out into deviations from any well- 
recognized single type. We may generalize somewhat, how- 
ever, and say that under this general plan payments are made 
periodically into the fund not on a flat, or level, basis of so 
many dollars per quarter or per annum, but on a basis whereby 
the amount to be paid in at any prescribed date or dates per 
year is a certain percentage of some such factor as the net 
earnings; or a certain percentage of the gross earnings; or a 
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certain percentage of the surplus; or a certain percentage of 
some other specified item in the accounting analysis of the cor- 
poration. It has been pointed out, in connection with this 
general plan of creating the sinking fund, that its accumula- 
tion in this way becomes necessarily slow if the business of 
the company falls off or is not continuously prosperous, so 
that the fund does not unfailingly and steadily keep accumu- 
lating to a size sufficiently large to take care ultimately of the 
purposes for which it was created. 

Managing the Sinking Fund.—In accordance with the terms 
laid down in the mortgage agreement, the sinking fund, cre- 
ated according to whatever plan has been adopted, is operated 
or managed by some designated party, or special trustee or 
some internal officer such as the treasurer of the corporation. 
What to do with the payments into the sinking fund is the 
great problem confronting its custodian. Those who know 
little or nothing of the corporate problems involved in sinking 
fund management often have naively assumed that the pay- 
ments made into the sinking fund were simply stored away 
in a strong-box against the day when the bonds which necessi- 
tated the creation of this sinking fund were to be paid off. 
The sinking fund, however, is somewhat like the reserve in the 
field of life insurance which is influenced by an assumed rate 
of interest. There is the factor of interest involved in sinking 
fund management that must not be lost sight of; and, theo- 
retically, the payments to be made into the sinking fund are 
supposed to be only to that amount which, increased at an 
assumed rate of interest, will accumulate to a desired sum in a 
given length of time. The factor of interest makes the neces- 
sary payments into the sinking fund much smaller than they 
otherwise would have to be. 

A great deal has been written by authorities on corporation 
and business finance on the methods of managing the sinking 
fund. So far as we are aware, no plan as yet has been devised 
which is generally accepted as the standard method of handling 
the sinking fund which a corporation might well adopt at any 
time or under any particular set of conditions. Consequently, 
all that we may hope to do in our discussion here is to indi- 
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cate some of the methods that have been worked out in a 
practical way for handling the sinking fund. 

Withdrawing Cash from the Business and Investing It.— 
First of all, there is the plan whereby the treasurer of the 
corporation pays the trustee of the sinking fund, in accordance 
with the plan laid down in the mortgage agreement, a certain 
amount of cash, which cash is invested conservatively, and if 
the payments are made regularly, the sinking fund theoretically 
will be large enough in time to take care of the purposes for 
which it was created. The great disadvantage of handling the 
sinking fund in this particular way is that it necessitates the 
periodical withdrawing from the corporation of a certain 
amount of cash upon which only a relatively small rate of re- 
turn may be realized by the manager of the sinking fund. 
It is quite possible that the rate earned by the sinking fund is 
less than the rate of interest that is being paid upon the bonds 
for the retirement 6f which the sinking fund was created. Cor- 
porations usually are in need of funds, and any plan, such as 
we have here under consideration, which necessitates the with- 
drawal of a substantial amount of cash for the building up of 
the fund, is not always looked upon with favor by the managers 
of business enterprises. 

Using the Sinking Fund to Buy Bonds.—Another plan of 
handling the sinking fund is to use it to buy bonds of the 
same issue for which the sinking fund was created. Such 
bonds can be either destroyed or kept intact. In the event that 
the bonds purchased by the sinking fund are destroyed, no fur- 
ther interest on them will be paid, and the interest thus saved 
can be made available for any other legitimate purpose. If, on 
the other hand, the purchased bonds are kept intact, the interest 
on them is turned back into the sinking fund, causing it to 
increase by that amount. It is easy to make the purchases of 
the bonds with the sinking fund moneys, if a provision has 
been made in the bond issue whereby the bonds can be called 
not in whole but in part. If, on the other hand, such a feature 
has not been inserted in the bond contract, the sinking fund 
trustee may find it difficult at times to secure such bonds as 
he may wish to retire without paying an exceptionally high 
price for them. In any event, the only ways he can secure the 
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bonds are by getting somebody who is an owner to agree 10 
sell directly, or by picking them up on the open market. 

Buying High-grade Securities of Other Concerns.—Another 
method of handling the sinking fund is to use the payments 
in buying high-grade securities of other concerns. One ad- 
vantage of resorting to this method is that there is likely to 
be earned on such securities which are purchased a rate of 
return very much the same as the rate that is being paid on 
the funded debt of the corporation. If this plan has been de- 
cided upon, care must be taken to guard against the purchase 
of bonds whose interest may be defaulted or of those that are 
likely to depreciate in market value. Absolute safety is a 
fundamental principle in handling the sinking fund, and an 
indiscreet trustee, by following the method now being de- 
scribed, might do gross injustice to the holders of the bonds 
which are expected to be retired by the sinking fund of which 
he is the custodian. 

Buying Other Outstanding Issues—Another possible method 
of using the sinking fund is to buy with it and retire bonds 
of this same corporation, though of some other issue. This 
plan may not be found to be practicable, especially if the bonds 
that the sinking fund trustee wishes to purchase cannot be 
called, but have to be purchased in the open market. He may 
find that the price charged in the market at the time he wishes 
to buy is so high as to make it bad business practice to under- 
take to bid them in. 

Investing the Sinking Fund Directly in the Business.—An- 
other plan for investing the sinking fund which possesses a 
good deal of merit, especially if the corporation is a prosperous 
one and engaged in an enterprise for whose products there is 
a constant demand, is to plow the sinking fund payments back 
into the business in the form of improvements and _ better- 
ments. This, of course, could not safely be done unless it 
were absolutely certain that the bonds can be refunded when 
they mature. If it were necessary to extract the sinking fund 
from the business when the bonds matured, the corporation 
might find itself hopelessly involved. On the other hand, if it 
is known beforehand that the bonds may be refunded, the 
corporation might find that, as a result of the practice of 
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investing large sums in building up the plant each year, its 
credit had been so enhanced and its property had been kept 
up to such high standards that the old bondholders would 
willingly exchange their bonds for the refunding issue. 

From what has been said,. the reader should realize that the 
whole matter of providing for a sinking fund and of manag- 
ing it is a question of great importance in corporate financial 
affairs. 

Serial Bonds.—The practice of issuing bonds in series does 
away with the necessity of maintaining a sinking fund and with 
the necessity of making special provisions for taking care of 
the bonds by redemption or otherwise many years hence, inas- 
much as they are retired periodically—paid off, as it were, on 
the installment plan.’ It will be recalled, in our discussion 
of equipment obligations (page 241), that they always are 
issued in accordance with the serial plan, whereby a certain 
part of the bonds come to maturity each year. It would seem 
that the serial plan of bond occurs rather frequently among 
municipal bond issues as contrasted with its more infrequent 
occurrence among business corporations, except in special in- 
stances such as among lumber companies (lumber bonds), and 
for railroad equipment financing (equipment certificates on 
the serial plan). In passing, it may be well to note that the 
serial plan of retiring an issue of bonds may be made a part of 
practically any form of bond issue. Usually the first install- 
ment comes to maturity at the end of one year, the second 
installment at the end of two years, and so on. From the 
standpoint of successfully marketing an issue of bonds ar- 
ranged on the serial plan, buyers always can be found who 
are glad to place some of their funds temporarily in one-year 
securities while waiting for some special use of their funds, 
and the same consideration will prompt the buying of two-year 
securities, three-year securities, and so on. 

When it is recalled that in the earlier days of financing 

1The typical serial bond is the one described here. The bonds issued 
under the Refunding and Improvement Mortgage of the New York Central 
Railroad Company referred to on page 277 have been spoken of as being 
issuable in series; but all the series mature at a single date, October Ist, 


2013. This use of the term series has no application in our discussion here 
of typical serial bonds. 
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American business little or no provision was made for the ulti- 
mate paying off of a debt incurred (it being assumed that the 
old issue could be replaced by a new one upon the former’s ma- 
turity), it will be seen how great a departure is the serial plan 
of issuing bonds from the earlier method still, of course, not 
discarded. There is no way whatsoever of a corporation avoid- 
ing the payment of regular installments on the principal of a 
bond issue when put out on the serial plan, provided the 
corporation wishes to keep out of financial entanglements with 
its creditors. Moreover, the principal of the debt is constantly 
diminishing at the same time that the security behind the 
bond issue is kept virtually intact. This does not hold, of 
course, in the case of equipment obligations where the security 
behind the bonds continually depreciates, though presumably 
at a slower rate than the principal of the debt diminishes, nor 
does it hold either in the case of. timber bonds and others 
based on the same general principle of wasting or diminishing 
assets. 


Chapter XXI 


UNDERWRITING AND UNDERWRITING 
SYNDICATES 


In our discussion of corporate securities in the foregoing 
chapters, little or nothing has been said of the organization 
which has been developed for getting such securities in the 
hands of the investing public in exchange for their money. 
From very modest beginnings reaching back but a few decades, 
the marketing of securities has developed into a tremendous 
business and has brought into existence numerous wholesale 
and retail investment houses, commercial paper houses, stock 
and bond exchanges, and an army of bond and stock salesmen. 
A very important part of the whole machinery that has been 
devised for distributing securities is the underwriting syndi- 
cate, a consideration of which is to be the central feature of 
this chapter. As a preliminary to our discussion of the under- 
writing syndicate as an agent in financial affairs, a brief sketch 
will be given first of the historical development of the practice 
of underwriting in busines transactions. 

Underwriting Has a Number of Applications in Business 
Affairs.—It is a well-known fact that underwriting is a com- 
mon term in the insurance business. In fact, the term under- 
writing is said to have originated in connection with marine 
insurance, not in this country, however, but in England. As 
early, perhaps, as the close of the seventeenth century, a pro- 
prietor or a partner who wished to secure insurance upon his 
vessel about to sail for a certain port, would go to Lloyd’s 
insurance organization in London and would announce this 
fact to such frequenters of Lloyd’s coffee house as were in- 
terested in taking risks on marine ventures. Such announce- 
ment or proposition for insurance would be written out and 
posted in the customary place at Lloyd’s. It would state the 
necessary facts, such as the name of the ship, its class, the 
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name of the captain, the destination of the vessel, the kind 
of cargo to be carried, and the rate of premium which the indi- 
vidual or individuals would be willing to pay. Those who 
were interested would examine the proposition, and if they 
wished to take a risk on the venture—or “‘take a line’ on it, 
as one should say—they would write their respective names 
underneath the proposition for insurance and opposite the 
name would be placed the amount of the risk the subscriber 
or underwriter would be responsible for, such as £25, £50, 
£100, or whatever other sum might be desired. The persons 
who wrote their names underneath the proposition for msur- 
ance came in time to be called underwriters, and the practice 
has linked the term underwriting with insurance ever since 
these early times, having been carried over into several other 
lines of insurance in addition to marine. In relatively recent 
times the practice of underwriting or taking the risk of a suc- 
cessful sale of the securities of a corporation has come into 
common use in the field of finance. 

Security Underwriting Takes the Syndicate Form.—When 
a security issue is to be floated by a business corporation, it is 
the almost uniform practice nowadays in this country for the 
corporation to make an arrangement with one or more invest- 
ment banking institutions for the distribution of the securities. 
It may be that a single house will agree either to purchase or 
to insure the successful sale of the total issue; and this house 
may have the resources to undertake and carry through the 
purchase single-handed. For reasons to be given later, it is 
the common practice, however, for the investment banking 
house to seek the cooperation of other houses in handling the 
issue. To this end there will be formed some type of under- 
writing syndicate. In the minds of many people who know 
little or nothing definite about such things, the term under- 
writing syndicate suggests an organization of bankers for a 
purpose which is to result in the reaping of a handsome profit 
with practically no effort, and at the expense of the public. 
As a matter of fact, the underwriting syndicate renders an 
indispensable service to the business community, as will be 
shown later, and it has justified fully its place in American 
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business finance. An underwriting syndicate may be described 
in a general way as a relatively temporary association of indi- 
viduals or financial institutions, or both, in the nature of a 
brief partnership, formed usually for a specific purpose, which 
in a typical instance would be to assist in the flotation of a 
particular issue of securities. Under the terms of a contract to 
which the participants or subscribers agree, the risk, responsi- 
bility, and profits (if any) of the sale of the issue are shared 
according to a definitely arranged plan. 

Underwriting Syndicates a Relatively New Development. 
—Until the time of the Civil War or later, the sale of the 
relatively small offerings of securities was generally made 
directly to investors by the business concerns that needed the 
money for the development of their enterprises. There was no 
wide market, the distribution being made locally. At times the 
commercial banks rendered some assistance in bringing to- 
gether the borrowers and the lenders, those who represented 
the demand for capital and those who constituted the supply. 
The investment banking institution had “not arrived’’; it had 
come to play no important part as yet in the business organiza- 
tion of the country. 

It is said that one of the first instances of financial under- 
writing in this country developed out of a financial emergency 
of the Civil War. The government of the United States 
desired to increase its gold supply and to this end the Secretary 
of the Treasury had a meeting in New York City with a num- 
ber of bankers and financiers. As a result of this meeting a 
syndicate was formed by certain New York bankers, with 
whom were allied others from such eastern cities as Philadel- 
phia and Boston. The syndicate undertook to furnish the 
Government of the United States with $50,000,000 in gold, 
for which bonds of the United States bearing an attractive rate 
of interest were turned over to the bankers to hold or sell as 
desired. An underwriting syndicate was formed also some 
ten years later, it is said, for the purpose of assisting in re- 
funding bonds of the United States Government. It will be 
noticed that in both of these instances the underwriting syndi- 
cate figured in public, not private, financial transactions. 
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In American private finance, the underwriting syndicate had 
one of its earliest uses in the formation of the Sugar Trust in 
1887; its operations were said to be successful. In the market- 
ing of American railroad bonds, between 1880 and 1890, the 
underwriting syndicate came to play a considerable part. It 
was not, however, until some ten years or more after the begin- 
ning of the great movement toward industrial consolidation 
in this country which started in the eighties of the last century, 
that the underwriting syndicate featured at all prominently in 
promotions. From that time on, however, and until the pres- 
ent, it has occupied an increasingly important place in promo- 
tions in that in the formation of new companies where securities 
are offered for sale in large amounts, the underwriting syndi- 
cate is almost taken for granted. The same has been true 
since about the opening of the twentieth century with respect 
to the issue of new securities on the part of well-established 
corporate enterprises. Whether an underwriting syndicate 
about to be formed is to assist in the flotation of a securities 
issue of an entirely new corporation or of a new issue of an 
old corporation, its type is likely to be unaffected by either 
situation. 

Legal Status of Syndicates.—A syndicate is in the nature 
of a joint venture. This is an association possessing charac- 
teristics of a partnership, although the business of the venture 
is confined to a single undertaking which is likely to be of short 
duration. When the work of an underwriting syndicate has 
been carried through—that is, when the single security issue 
has been purchased and the securities distributed—the syndicate 
is abandoned. Legally, the underwriting syndicate is subject 
to the law of partnerships though with such adaptations as are 
necessary because of the very special purpose of the syndicate, 
and of the limited period of time for which the syndicate 
operates. More particularly, the participants in the syndicate 
ordinarily have full unlimited liability, although it would seem 
that such liability may be limited through the making of 
contracts with each and every person with whom the syndicate 
enters into business dealings. In passing, it should be men- 
tioned that there are certain so-called limited liability syndi- 
cates under which the participants undertake by contracts 
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among themselves to limit their liability but without effect on 
third parties.? 

Reasons for Forming Underwriting Syndicates.—In view 
of the fact that the underwriting of securities is undertaken 
for financial gain, it might be thought by some that a well- 
established financial institution with ample resources which is 
approached by a business organization to take over the market- 
ing of an issue of its securities would jealously keep for itself 
the carrying through of the entire transaction single-handed. 
As already indicated, this is seldom, if ever, done; and the 
fundamental reason for the banking house proceeding to form 
a syndicate rather than to undertake to play a lone hand is 
the desire to shift some of the risk to others, for risk there 
is in all financial underwritings. 

The risk involved in financial underwriting is analogous to 
that involved in insurance underwriting. If a large fire in- 
surance company receives a proposition for fire insurance from 
the owners of a building to the amount of $5,000,000, it would 
be little short of suicidal on the part of the fire insurance com- 
pany in question to absorb all the risk itself. It may assume 
the risk, but in doing so it immediately reinsures the major 
part of the same with a considerable number of other responsi- 
ble fire insurance companies. Similarly, if a life insurance 
company receives an application for insurance for a million 
dollars upon the life of a single individual, it retains perhaps 
$100,000 or so of this amount itself and distributes the balance 
among other high-grade life insurance companies, because the 
whole amount of insurance asked for is too great for any 
single company to assume. The same principle, that of dis- 
tributing the risk involved, is what prompts investment bank- 
ing institutions to form a syndicate in connection with the 
flotation of a large securities issue. It is not regarded as sound 
banking practice for any one banking house, no matter how 
great its resources, to underwrite and carry through the sale 
of a large issue of securities entirely on its own account; the 
risk would be too great. 

Another motive prompting the formation of an underwrit- 


1For further discussion, see GALston, Security Syndicate Operations, 
PP. 37-54. 
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ing syndicate is the desire on the part of security-distributing 
houses to have a variety of securities to offer their clients. 
An investment house that participates in any year in a consider- 
able number of underwriting propositions will have a variety 
of securities for its salesmen to offer. In this country the 
individual or the institution with money to invest is sure to be 
interested in some one of the numerous types of securities that 
a salesman has at his command. 

It should be noted that, in the formation of underwriting 
syndicates, bankers from all sections of the country are likely 
to be invited to participate in the distribution of a particularly 
large issue. Let us suppose that the corporation desiring to get 
out a large security issue is located in the State of Pennsyl- 
vania. If the underwriting syndicate includes investment bank- 
ing houses in Philadelphia, Pittsburgh, New York, Chicago, 
Cleveland, St. Louis, and San Francisco, let us say, the market 
for the distribution of the Pennsylvania securities, instead of 
being limited to a relatively local area in the eastern part of 
the country, will virtually embrace a large part of the United 
States. In other words, by forming an underwriting syndicate 
on broad geographical lines, the market for the issue is greatly 
widened. The successful flotation of the issue is therefore 
more likely to be assured when a broad, rather than a purely 
local, market has been established. 

There may be still other reasons why the formation of a 
syndicate is highly desirable; but the reasons here suggested 
are sufficient perhaps to convince the reader that codperation 
rather than competition between bankers is the better plan in 
the successful distribution of securities issues. 

Underwriting Syndicates Are of Many Types.—Under- 
writing syndicate agreements are private arrangements, and 
public interest therein has never been keen. This is not, how- 
ever, because no publicity has ever been given to these matters. 
The Report of the Industrial Commission (1901) contains 
copies of a number of underwriting agreements, and the report 
of the Armstrong insurance investigation in New York State 
a few years later (1906) brought more of these agreements 
to the attention of the public. In general, however, public 
interest in underwriting affairs has never been marked. Within 
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the last few years more publicity than formerly has been given 
to the operations of security syndicates, with the result that 
those who are interested in such arrangements can easily obtain 
a good deal of first-hand information with respect to the 
modern methods of distributing securities. The publication 
in 1925 of Galston’s handy little volume entitled Security Syn- 
dicate Operations has done much toward informing the inter- 
ested public regarding underwriting syndicates. This book 
was prepared upon the request of the Education Committee 
of the Investment Bankers’ Association of America, and its 
appearance would seem to indicate a desire on the part of this 
organization to inform the security-buying public upon matters 
pertaining to the syndication of investment securities. It is 
perfectly clear from an examination of this volume that it is 
very difficult to generalize with respect to underwriting syndi- 
cates, although, in ‘spite of their differences, they seem to con- 
form to a few outstanding types. To these brief attention will 
now be given. 

The Purchasing Syndicate-—One outstanding type of under- 
writing syndicate has been called the purchasing syndicate. A 
typical instance of this form arises when six firms or individ- 
uals, let us say, are attracted by a certain forthcoming corporate 
security issue. They get together and appoint one of their 
number as the manager of a syndicate which they form for the 
purpose of acquiring the securities. The manager is instructed 
to purchase the securities in question, it being understood that 
the price to be paid shall not exceed a certain figure. Assum- 
ing that the securities have been purchased by the manager, 
they are then apportioned among the members of the syndicate 
in accordance with an arrangement that originally was made 
between them. The motive prompting the acquisition of these 
securities by the syndicate is likely to be the expectation of a 
fair profit in unloading these securities upon the public. An- 
other motive may have been to gain control of the management 
of a corporation, especially if the securities acquired by the 
syndicate in question happen to be a large block of stock that 
carries voting power. Though there are deviations from this 
general plan and additional motives that might be listed, what 
we have outlined above is substantially correct with respect to 
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the nature, purpose, and general plan of a so-called purchasing 
syndicate. 

The Syndicate to Guarantee a Successful Sale——Another 
type of syndicate identified always with the distribution of a 
new offering of securities of a well-established corporation in 
high standing among its own stockholders is the syndicate 
which merely guarantees a successful sale of the issue, which 
sale is to be undertaken directly by the corporation itself. It 
frequently happens nowadays among the better and more suc- 
cessful type of well-established corporations that it is desired 
to acquire a considerable amount of new money for expansion. 
To this end, let us assume that it has been decided to increase 
the capitalization of the enterprise by offering more stock or, 
perhaps, bonds, to the stockholders of record. Such financing 
is expected by the management of the corporation, in so far as 
it is humanly possible to predict the reaction of the stock- 
holders to the plan, to be successful; but there is, of course, a 
chance that the new issue will not be taken up by the old stock- 
holders. The corporation, it may be assumed, is in need of 
money. as of a definite date in the near future, and its. plans 
for expansion would be hampered greatly if only a small frac- 
tion of the new money was forthcoming at the time when it 
was needed. Consequently, in order that the corporation may 
play safe in its plans for expansion, it enlists the assistance of 
investment bankers who form an underwriting syndicate which 
virtually insures the successful sale of the new securities. In 
this form of syndicate it will be observed that the bankers do 
not take over the securities at once but simply await develop- 
ments. If the corporation itself succeeds in having the new 
security issue fully subscribed by its own stockholders, the 
syndicate, without turning a hand, is paid its commission. It 
has, however, rendered an important service to the corporation 
by insuring the latter that, no matter whether the anticipated 
sale is successful or not according to its original plan of dispos- 
ing of the securities, it (the corporation) can bank on having 
the necessary funds available when needed. The commission re- 
ceived by the syndicate in the case here mentioned is a payment 
for assuming a risk; it is virtually an insurance premium, and 
the syndicate clearly is entitled to the commission. This risk 
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was set forth in an agreement made between the syndicate and 
the corporation, whereby the bankers agreed to take over from 
the corporation and pay for them as of a certain date, any or 
all of the securities which the old stockholders might not 
absorb. It is generally agreed that the price of the securities 
to the bankers, in the event that they have to take them over, 
will be the same as the price to the old stockholders. As a con- 
sideration, however, for the risk involved in unloading the 
securities upon the public at an appropriate price, the under- 
writing syndicate is given a commission, it may be, upon all 
the securities purchased directly by the stockholders, as well 
as, in all probability, an additional commission upon those 
which they may be required to take themselves. 

The Selling Syndicate-—A third type of underwriting syndi- 
cate may be called a selling syndicate. This originates in some 
instances as a kind of by-product of the insuring syndicate just 
considered. In anticipation of the possibility that the insuring 
syndicate may have to take over all or a part of the corporate 
securities of the issue whose sale they have insured, there may 
be formed a selling syndicate composed primarily of banking 
interests which have facilities for distributing securities. In 
the event that the corporation has been successful in disposing 
of all of the securities itself, the selling syndicate has nothing 
whatever to do, but it receives a commission which is divided 
among the participants in accordance with a previously ar- 
ranged plan. In the event, however, that the sale has not been 
successful on the part of the issuing corporation, the syndicate 
is required to assemble the money at once for the purchase of 
the bonds which have not been absorbed by the stockholders 
and, if the market conditions are favorable, it then proceeds at 
once to unload the securities upon the public. If, on the other 
hand, the market is unfavorable, the securities will be carried 
until such time as the market has changed so that they may 
profitably be disposed of. 

It may well be that the insuring syndicate may possess the 
necessary facilities for selling securities to the public, so that 
the formation of a second or selling syndicate is not neces- 
sary. In the event, however, that the members of the insuring 
syndicate were not individuals or institutions that retailed se- 
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curities, the bringing into existence of a sub-syndicate of the 
selling type would be desirable. 

The selling syndicate does not necessarily come into existence 
as the result of a syndicate formed to guarantee a sale of 
securities. It arises in many cases entirely apart from the 
guarantee type of syndicate, but as a link in a chain of opera- 
tions involved in a security flotation. The following instance 
of security flotation shows the origin and function of a selling 
syndicate in a typical case where it does not arise from the 
guarantee sale type of syndicate. 

A Typical Example of Security Flotation—Although 
there are many different methods of security flotation differ- 
ing in both essential and unessential particulars, it may be well 
in passing to give some of the details of a typical hypothetical 
instance designed to show the way in which a corporation and 
the public as well may be served by the intermediary bankers 
and the underwriting syndicate. 

A corporation with a creditable history and reasonably good 
present financial standing wishes to secure for expansion ap- 
proximately nine millions of dollars net. A large wholesale 
banking house is approached in the matter and, let us assume, it 
becomes interested in the preliminary presentation of the corpo- 
rate officials. After protracted discussions and painstaking in- 
vestigations conducted in behalf of the banking house by 
accountants, lawyers, technical experts, engineers and others, 
it has been decided by the banking house that the proposed 
security issue is one which it may well support. Accord- 
ingly, the type of security—bond, let us say—the price at which 
it shall be offered to the public, the rate of interest, and other 
details are determined. The corporation knows full well that 
the price which it will be offered for its new security by the 
wholesale banking house will be several points less than the 
proposed price to the public; nevertheless it knows it will get 
its money without fail as of a definite date. And so it accepts 
the inevitable situation and ultimately parts with its bonds at a 
price several points lower than it knows the public will pay 
for them. 

The wholesale house knows from experience what to pay 
for the bonds; it makes a formal offer, although in all prob- 
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ability the price already has been informally agreed upon, and 
soon the contract with the corporation for the bond purchase 
is signed. In the meantime the wholesale house, knowing full 
well that the purchase arrangements with the corporation are 
soon to be completed, has become anxious to share the risk of 
the issue with other high-grade houses; and in all probability 
it already has, informally at least, formed a “purchase group” 
of bankers of houses to take over from it or purchase from 
itself the entire issue at a slight advance in price. Let us 
assume, for purpose of illustration, that the original whole- 
sale house purchased the whole issue of $10,000,000 five-per- 
cent bonds from the corporation at 90. The purchase group 
having been organized takes over the entire issue at 91 and 
accrued interest, let us say, but it is still a wholesale group, 
not directly in touch with the investing public. In all prob- 
ability the original purchasing house is a member of the pur- 
chase group and has retained a fractional interest in the still 
unsold securities. If there are five members of the purchase 
group, the original house may still retain perhaps a one-fifth 
interest in the issue; but the risk and responsibility, it should 
be remembered, already have been widened by associating, in 
this case, four other responsible banking houses with the 
original one in the so-called purchase group. 

But the securities must be passed on to the public. Accord- 
ingly, the purchase group proceeds to organize a selling syndi- 
cate for the disposal of the securities to investors at retail. 
It is quite probable that the manager of the selling syndicate 
will be the wholesale house which has purchased the bonds, 
although, of course, this is not necessarily the case. The 
syndicate will acquire from the purchase group the securities, 
again at a small increase in price. The selling syndicate will 
be formed as a result of canvassing a large number of retail 
investment dealers and offering to each one manifesting an 
interest in the proposition a “participation” in the selling syndi- 
cate. This “participation” and the syndicate agreement which 
controls it are matters of very elaborate arrangement. Some 
features of the syndicate agreement will now be indicated. 

The Syndicate Agreement.—The syndicate agreement con- 
tains, among other things, a statement of the conditions under 
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which the syndicate is to be formed, the price of the securities 
which the syndicate is to pay the purchase group, and the price 
at which the participating members of the syndicate agreement 
later may offer the securities to the public. The agreement also 
is very specific with reference to the commission which the 
managers of the syndicate will allow the participants on con- 
firmed sales made to the public, as well as the commission 
which may ‘be granted by the participants to certain special 
classes of buyers, such as banks and insurance companies. The 
agreement also indicates a definite apportionment of the bonds 
of the new issue which the managers will agree to offer to the 
participant in question, and so on. 

In the case which we are considering here, it may be 
assumed for purposes of illustration that the bonds have been 
sold by the purchase group to the selling syndicate at 92 and 
accrued interest. The selling syndicate may be supposed to 
consist of a large number of participants, as contrasted with 
the relatively small number in the purchase group. The par- 
ticipants, assuming that the syndicate agreement has been 
formally signed by all the parties in interest, are liable to the 
managers of the syndicate for the amounts of their respective 
commitments; and upon the date when the syndicate agree- 
ment expires they may be required by the manager to take 
over and pay for the bonds which they have committed them- 
selves to at the specific price of 92 and accrued interest. It 
may be said in passing that technically “participation” in a 
syndicate agreement does not confer upon the participants the 
right to receive bonds from the manager of the syndicate at 
the price specified, in this case 92 and accrued interest. In 
other words, participation in a syndicate agreement requires 
the participant to take up the agreed portion of the bonds at 
the price of issue—g2 and accrued interest, in this case—only 
when called upon by the manager to do this when the life of the 
syndicate is ended. The term “subscription,” however, when 
used in connection with an underwriting agreement, has a 
different significance, in that subscription carries the right to 
apply for a given amount of bonds at the price at which it is 
agreed to sell the securities at retail to the public—in this case, 
let us say, 95 and accrued interest. This right relates to 
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confirmed sales made by the subscriber of which the managers 
of the syndicate allow the selling member a commission to be 
paid out of the syndicate profits. 

All Selling Syndicates Not Successful—In many instances 
the selling syndicate, at the end of the term for which it was 
formed, has an unsold balance of bonds on hand. These will 
likely be allotted to participants, and this is done in accord- 
ance with oné of two plans. The first plan is known as the 
“unlimited liability” method, whereby each participant in the 
selling syndicate is required to take up his pro rata quota of 
unsold bonds regardless of whether his sales, during the time 
the syndicate was in operation, have been large or small. The 
workings of an unlimited liability syndicate may be illustrated 
in a very simple case by assuming that just two houses partici- 
pate in a selling syndicate to the amount of $1,000,000 each. 
Assuming that the first participant sold his full quota, namely, 
$1,000,000 worth of bonds, and that the second at the expira- 
tion of the syndicate term had sold no bonds whatsoever, if they 
were operating under the unlimited liability plan each would 
then be required by the manager, when the syndicate was closed, 
to take up (or to take over) $500,000 of these bonds which as 
yet have not been marketed. Due to considerable dissatis- 
faction in the operation of syndicates under the unlimited 
liability plan, another form known as the limited liability syndi- 
cate should be mentioned, and it will now be considered briefly. 

According to this plan, the liability of any participant in an 
underwriting agreement is determined by the amount of the 
bonds which he, as a participant, originally became liable for. 
Accordingly if, at the termination of the period of time for 
which the syndicate was to run, any particular participant 
already had disposed of bonds to an amount equal to his par- 
ticipation, he would not then be liable to be assigned any 
further quota of bonds by the manager of the syndicate. One 
exception to this rule should be noted, namely, that the partici- 
pant’s liability still accrues for a share of the bonds which 
the managers of a syndicate have deemed it best to purchase 
or buy back for what is known as the “trading account.” This 
account arises when the managers of the syndicate, in order to 
undertake to stabilize the market for the bonds, repurchase 
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a certain number of the issue for resale. Such bonds are placed 
in what is known as the trading account, and even in the 
limited liability syndicate a participant who has sold his full 
quota of bonds still has some liability with respect to a portion 
of those still in the trading account. 

Management and Expenses.—As already suggested in the 
foregoing pages, an underwriting syndicate normally has as 
its head a manager, ordinarily an investment banking house, 
who arranges the underwriting proposition with the corpora- 
tion about to issue the securities, on the one hand, and with 
the subscribers or participants in the underwriting of the se- 
curities, on the other. The banking house that is managing a 
syndicate follows any one of several plans in inviting partici- 
pants to enter the syndicate. Sometimes preliminary arrange- 
ments are made verbally or by telephone and confirmed later 
by letter, perhaps to the effect that the managers have reserved 
for immediate confirmation a certain definite proportion of the 
issue. In other cases, letters are sent out to selected parties 
inviting them, in a general way, to participate in the under- 
writing of the issue described in a circular letter and request- 
ing those interested to advise the managers of the amount of 
the new issue they wish to assume liability for. Later on, 
upon examination of the answers received, the managers notify 
the interested applicants of the amount of the issue that has 
been assigned to each. This may be the exact amount applied 
for, or only a part of it. 

Considerable expense often is involved in the management 
of a securities underwriting syndicate. Some expense, par- 
ticularly for legal advice, often has to be incurred in the pur- 
chase of the securities issue from the issuing corporation. 
Then in the management of the syndicate formed to distribute, 
or guarantee the sale of, the securities, expenses are bound to 
arise. Legal advice must be sought in all matters of detail. 
Contracts have to be carefully drawn for the protection both 
of the managers and the participants in the syndicate. More- 
over, if the syndicate is formed on broad geographical lines 
so as to include houses in all districts of the country, the ex- 
pense for telegrams alone may be a substantial figure. This 
is true particularly when the time needed to arrange details is 
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necessarily short. Advertising in the leading newspapers when 
sales of the securities are to be made often is a considerable 
expense. Other miscellaneous expenses, such as for circulars 
and postage, are often by no means negligible amounts. The 
managers of a syndicate in incurring expenses are prompted 
always by the desire to make the syndicate a success, and to es- 
tablish and maintain for the securities underwritten as broad 
and certain a market as possible. All such expenses must come 
out of the commission of the participants or subscribers, so 
that, at times, their checks from the managers of the syndicate 
covering their profits in the participation are for a much 
smaller net amount, it is said, than had been anticipated. 

Who Subscribe or Participate in Underwriting Syndi- 
cates?—F rom what has been said in the foregoing, investment 
banking houses clearly would seem to be the most eligible syn- 
dicate subscribers and participants. This is the case. It is not 
looked upon with-favor among the investment banking fra- 
ternity, so it is said, for large individual investors to receive 
their securities at wholesale prices by being allowed to partici- 
pate in underwriting ventures. The fact is, as we have so 
often indicated in this chapter, that the subscribers or par- 
ticipants in an underwriting agreement are assuming risk, and 
that in the event of an issue not going well on the sales side, 
the participants must without fail be held to their agreement, 
at the expense of losing high credit standing among the rest 
of the bankers and the public as well. Apart from the money 
consideration involved, an individual participant is not likely to 
have as much at stake in the proposition as a banking house; 
the latter has its whole business reputation at stake, the former 
little or nothing. Hence the prejudice in this country against 
individual underwriting, although in Great Britain and among 
the continental European countries private individuals may 
participate directly in underwriting syndicates. In the United 
States, historically, investment banking houses, bankers, trust 
companies and certain life insurance companies have been the 
principal types of participants. Since the insurance investiga- 
tion in New York State (page 292), insurance companies have 
largely or completely dropped out of the securities underwriting 
business. Individual underwriting is probably increasing in 
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this country; and in certain sections of the East boards of 
trustees are said to be, at times, assuming the underwriting 
function, probably for the purpose of reducing to themselves 
the price of bonds which they acquire for their own accounts. 

Profits and Losses.—Some syndicates are highly successful ; 
others are not. The profits or losses from underwriting ven- 
tures cannot be properly reckoned without taking into account 
a considerably long period of experience. In many cases profits 
are more than overbalanced by losses; in others, a considerable 
margin of profits over losses accrues. On the whole, it is fair 
to assume that profits exceed losses, otherwise underwriting 
service could not be purchased. Profits and losses in under- 
writing seem to go by cycles or, more properly, by periods of 
almost uninterrupted profits succeeded by a continued succes- 
sion of losses. During a considerable part of the first great 
period of industrial combinations in this country which cul- 
minated very shortly after the opening of the twentieth century, 
it is said that the profits derived from underwriting securities 
issues were on the whole substantial; very few cases of losses 
were reported. For one reason or another, losses rather than 
profits characterized the underwriting experiences from about 
1902 to 1905. Again, during the period of our industrial 
and financial successes while the Great War was in progress, 
tales of handsome underwriting profits were rumored, although 
losses seem to have characterized underwriting experiences for 
several years following 1921. In periods of underwriting 
prosperity, an investment house or other type of participant or 
subscriber to underwriting security agreements must reap a 
substantial reward for the risks that are assumed, for sooner 
or later, it would appear, underwriting losses are bound to be 
experienced. 

Limitations to Securities Underwriting.— Securities under- 
writing is confined almost exclusively to the better and sounder 
types of corporate enterprises. True it is that occasionally in 
the financing of highly speculative and untried ventures under- 
writing is resorted to; but in such cases it is followed, it would 
seem, more for effect than anything else. Moreover, it may 
safely be assumed that such underwriting would be carried out 
by so-called investment houses not of the highest standing. It 
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would be impossible to enlist the support of a high-grade invest- 
ment house in the syndication of an issue of highly speculative 
or worthless securities. ° The business enterprise behind the 
issue of securities must be reasonably sound, or else under- 
writing by responsible underwriters cannot be obtained. At 
the same time, the underwriters themselves must be backed by 
substantial resources and reputation, or else underwriting as a 
financial instittition would be of no avail; it would afford no 
protection to the securities-buying public. 

It is not generally appreciated by those who have not given 
much attention to the securities-issuing business, how much 
care, time, thought, and money are expended in testing out the 
inherent merit and value of a proposed new securities issue 
before the public has even the slightest knowledge that the 
issue is forthcoming. In order to decide whether a prospective 
issue of securities that seems attractive from a mere prelimi- 
nary examination possesses the merit that a securities issue 
should possess before being recommended by a reputable bank- 
ing house (or group of houses) to the investing public, a 
searching investigation and analysis are made. Bankers, finan- 
ciers of other types, accountants, economists, engineers, and 
others are likely to be enlisted in the investigation. Finally, 
after all possible information has been assembled, it remains 
for one man or a few men of sound judgment and wide expe- 
rience to answer this question: Shall we (the banking house) 
take the initiative in underwriting this securities issue? An 
answer is never given in the affirmative unless the investigation 
proves sufficiently favorable. In the light of these facts, it can 
easily be understood why certain investors will buy only under- 
written securities. On the whole, it is fair to say that under- 
writing, in spite of its very considerable expense, contributes 
more to sound business finance than it actually costs. 

British Syndication of Securities.—Certain European na- 
tions seem to have been early in the field in financial under- 
writing. It is reported that Jay Cooke conceived of the, possibil- 
ities of the underwriting syndicate in floating American issues 
from what he had seen and learned of the operations of French 
syndicates while traveling abroad. The British, long the un- 
questioned leaders in domestic and foreign investment affairs, 
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developed forms of underwriting syndicates, unlike those later 
developed here, but excellently adapted, it is said, to the British 
ways of doing things. In certain cases, an issue of securities 
is floated in England by the formation of a syndicate for 
purchasing the issue and then offering the securities for sale. 
More usual there, however, is the practice, relatively uncommon 
in the United States, of inviting the public to subscribe directly 
for an English issue by means of newspaper advertising and 
the mailing of circular letters to an extensive list of prospective 
subscribers. There are cases, although they are still unusual, 
of disposing of a whole new issue to a single banking house or 
syndicate. This method is said to be occurring now with 
greater frequency than formerly. Generally speaking, the par- 
ticipants or underwriters in British securities syndicates who 
are professional bankers, or well-established investment houses, 
seem to have no special consideration shown them over sub- 
scribers to an issue drawn from the general investing public. 
They receive the ordinary commission on allotments in respect 
to those applications which pass through their hands, and which 
bear their stamp. Then, again, there is no hard and fast price at 
which underwriters must offer their bonds to the public. On 
the whole, the British bond purchaser buys to hold for invest- 
ment more consistently than does the American investor, in 
that he is not inclined to turn over his bonds, if the market 
starts to drop, in the fear that he has made a mistake. The 
British investor is not inclined to worry much about such mat- 
ters; he relies on the judgment of the house that recommended 
the issue, and stays by the purchase. Neither is he greatly 
tempted to sell the bonds if they appreciate in the market. In 
short, he buys the bonds as an investment and is not greatly 
concerned with the ups and downs of the market. Finally, it 
is probably true that, on the whole, the expense of underwriting 
in England is considerably less than in this country; that is to 
say, the spread between the price of the securities that is re- 
ceived by the issuing corporation and that paid by the ultimate 
investor is substantially less under the British underwriting 
practice than it is in the syndication of securities in the United 
States. : 


Chapter XXII 


THE MARKETING OF SECURITIES 
(a) HicH-crave SEcurities 
(2) Low-crave SEcurITIES 


Underwriting Only a Link in Chain of Security Distribu- 
tion.—We do not wish to minimize in even the slightest degree 
the importance of underwriting in financial affairs; never- 
theless, it is merely a preliminary or intermediate step in the 
whole process of the sale of high-grade corporate securities to 
those who, in the final analysis, furnish the money for cor- 
porate development. The ultimate purchasers are not the 
bankers and the banking houses which advance the money to 
the corporations or which insure an ultimate successful sale 
of the securities. They are the security-buying public in the 
person of individuals, institutions, and others who turn over 
their cash in exchange for what presumably are to be income- 
bearing securities. This being the case, our discussion of 
underwriting in the last chapter by no means disposed of the 
whole matter of security distribution. 

The marketing of high-grade securities has brought into 
existence not only the investment houses that organize the un- 
derwriting syndicates and participate in the underwriting, but 
also numerous retail investment houses, commercial paper 
houses, stock and bond exchanges, and a host of bond and stock 
salesmen. Underwriting, when resorted to, is essentially an 
expedient devised to insure the borrowing corporation that the 
funds which it requires will be available when needed. Many 
issues of securities were disposed of before security under- 
writing or syndication was resorted to. The very fact that 
syndication is a relatively recent development is proof that 
underwriting is not absolutely indispensable, that it is only 
one link in the chain of distribution under twentieth-century 
conditions. 

395 
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Many Issues Not Underwritten.—Many issues of securities 
are not underwritten at all. This is particularly true of the 
issues of corporations engaged in highly speculative and untried 
ventures. As pointed out in the preceding chapter (page 302), 
underwriting is confined almost solely to the higher-grade 
issues, for the better investment banking houses would not wish 
to have their names associated with questionable securities or 
with corporations that bring out such issues. The good name 
of a high-grade banking house is an asset that must be pre- 
served at any cost. This being the case, a large percentage 
of corporate security issues are not underwritten, especially 
those of corporations which are making an appeal to the public 
for funds for the development in a small and experimental 
manner of new and untried ventures. Moreover, many issues 
are too small to warrant underwriting in connection therewith. 

Securing Funds from Public for Corporate Development 
at Times Difficult—Inasmuch as it is next to impossible to. 
predict either the future of promotions in a large proportion 
of new enterprises or even the future of established businesses, 
the securing of funds to start off and develop corporate enter- 
prises is at times extremely difficult. The promoters and others 
who are interested in a promising, though untried, venture may 
expect at the outset little or no assistance from investment 
bankers. That is to say, they are not able to take advantage 
of that expert advice and cooperation of high-grade banking 
houses that is so extremely valuable to the well-established and 
seasoned enterprise. Many of the corporate enterprises of 
today that are pronounced successes passed through struggling 
stages in their beginnings for lack of public financial support. 
The promoters of the telephone found it most difficult to dis- 
pose of their securities, and the enterprise languished for a 
while for lack of necessary funds. As a matter of fact, the 
ease with which ample money can be secured to assist in the 
expansion of an enterprise is dependent very largely upon the 
stage of development which the enterprise already has reached. 
If it has evolved to the point where substantial profits are in 
sight or reasonably assured, there is a strong probability that 
the cooperation of investment bankers may be enlisted, and that 
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intelligent investors will be attracted to the proposition even 
to the point of supplying funds. If, on the other hand, the 
enterprise is just being launched, so that the day when profits 
may be realized is still remote, investment bankers are likely 
not to be interested in the proposition, and intelligent investors, 
as a rule, are not anxious to hand over their cash for the securi- 
ties of such enterprises. This means, then, that the less intelli- 
gent public, those easily influenced by the wiles of the stock- 
jobber, have to be depended upon largely in such cases to 
furnish the necessary money. 

Thus we have corporate enterprises of varying grades of 
stability (or instability) forever seeking money from the 
public for their development, experimentation, or expansion. 
Projects are forever being brought forward, varying all the 
way from high-grade enterprises enjoying the goodwill and 
confidence of the public on the one hand, to the most highly 
visionary or fraudulent schemes on the other. It is our purpose 
here to survey the machinery that has been devised, and the 
organization that has been developed, for securing capital for 
the original establishment and expansion of such enterprises on 
the basis of security issues. First of all, let us consider certain 
types of securities from the investors’ standpoint. 

Types of Securities.—Securities are sometimes divided into 
three groups : high-grade or investment securities ; low-grade or 
speculative securities; and worthless or fraudulent securities. 
This is an arbitrary classification, for there are securities upon 
the border-lines between the various types here mentioned. In 
the minds of most discriminating thinkers, the term high- 
grade security suggests a type of stock or bond the purchaser 
of which would take relatively little chance of losing his prin- 
cipal, and where the prospect of steady income is relatively 
great. On the other hand, the term low-grade security suggests 
a stock of the type whereby the buyer of the same should expect 
to incur a substantial risk in that he might ultimately lose his 
principal, and that he might not receive regular and adequate 
dividends from the issuing corporation. In fact, he might 
expect in certain cases, if he were honest with himself, not to 
receive any dividends at all. The primary motive prompting 
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him to buy the low-grade security is the chance that the untried 
enterprise will turn out in time to be a marked success, so that 
his principal thereby will appreciate and his dividends will be 
substantial. 

The buyer of high-grade securities quite naturally would 
look to an investment banking institution as the source of such 
investments; or he would expect to purchase them through a 
stock or bond exchange in the belief that, if they possessed 
sufficient merits to be listed, there would be reasonable hope 
that they would be worthy of his purchase. This belief, how- 
ever, as every seasoned investor knows, is not always well 
founded. 

The buyer of low-grade securities, on the other hand, should 
not expect to secure them upon the recommendation of a high- 
grade investment banking house. The high-grade securities 
just referred to probably were underwritten by investment 
bankers; the low-grade securities, however, because of their 
highly speculative character, would have to be distributed with- 
out the codperation of a high-grade investment banking house. 

Finally, the buyer of fraudulent securities is relieved of his 
money, in the typical instance, by skillful advertising or by 
expert salesmen who are able to fire the imaginations of the 
poor or less-well-to-do, or sometimes even the rich. They are 
led to believe that the “investment” of a small sum now, so as 
to get in on “the ground floor” in the initial stages of the enter- 
prise, will bring them, in a very short time, fabulously large 
returns. Incredible as it may seem, hundreds of millions of 
dollars are thus extracted from the American public year after 
year, in spite of all the warning and publicity that is given to 
the matter, for “securities” that are either entirely fraudulent 
or so highly speculative that there is practically no chance of 
the slightest return on the investment, and almost an absolute 
certainty of the ultimate loss of the principal. 

In our further discussion of these matters, attention will be 
directed first to the marketing of high-grade securities, that is, 
the disposal to the investing public of underwritten issues or 
those which, if not actually underwritten, possess sufficient 


merits to warrant their being classed along with underwritten 
issues. 
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DISPOSING OF HIGH-GRADE SECURITIES 


Types and Functions of Investment Banking Houses: 1. 
The Wholesalers.—Inasmuch as the sale of investment securi- 
ties of a high grade is effected by investment banking houses 
of unquestioned standing, some consideration will now be 
directed to a discussion of these institutions. These are not 
all of the same type, so a brief analysis of representative types 
of such organizations will be made, although the line of distine- 
tion is not always clear. In considering investment banking 
institutions, one can usually get a clearer insight into their real 
nature by viewing them from the standpoint of functions per- 
formed rather than from any other angle. On the basis of 
specialized functions performed, the wholesale banking houses 
represent a rather distinct class. One of their outstanding 
activities consists in taking over from corporations in which 
they have become interested an entire issue of its securities, 
after due investigation of all the facts pertaining to the issue. 
There is a relatively small number of such houses, in which 
group we should list J. P. Morgan and Company; Kuhn, Loeb 
and Company; and a few others. 

Investigating a Proposed Issue-——The scope of the investiga- 
tion on the part of a banking house of a proposed securities 
issue depends upon all the circumstances surrounding the case 
in question. If, for example, the issuing corporation is a pros- 
perous one, enjoying high credit standing, the investigation is 
likely to be less comprehensive than it necessarily would be if 
the proposed issue of securities was to be made as the result 
of the promotion of a new company in a well-established field. 
In the former case the attorneys, accountants, and other experts 
of the wholesale banking house must necessarily examine all 
pertinent data, verify them, and check them up from every pos- 
sible angle. In brief, such investigation, though thorough so 
far as it goes, takes a relatively small amount of time and 
covers less ground than though the proposed issue were the 
result of a promotion. 

In the event of a promotion in a well-known field of enter- 
prise, the wholesale house, if interested in the proposed develop- 
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ment, would undertake an exhaustive investigation of the whole 
proposition from every conceivable angle, probably at consid- 
erable expense, before deciding whether or not to join forces 
with the corporation. For the sake of its good reputation, a 
high-grade wholesale investment banking house, no matter 
how much money it has spent in investigating a promotion 
proposition, would refuse to back the proposed issue of securi- 
ties unless the investigation met the acid tests imposed by it, 
at every point. Expert lawyers, engineers, accountants, econo- 
mists, and possibly other professional interests are practically 
certain to be drawn into the investigation and analysis of the 
proposition, and largely upon their report a decision will be 
rendered. Thus the good or promising promotions are sifted 
out from the whole group. 

Accepting or Rejecting an Issue-—Those who are familiar 
with this work have estimated that probably less than ten per 
cent of the underwriting propositions relating to promotion 
which, as the result of the wide experience of investment 
bankers, are regarded after careful consideration to be worthy 
of the preliminary investigation along the lines we have indi- 
cated, are actually accepted by the investment house. In pass- 
ing, it may be added that not all promotion projects which are 
unanimously reported on favorably by lawyers, accountants, 
engineers, and others, are accepted by the bankers. Sometimes 
a proposition that looks good on paper will be turned down 
by the banker for reasons which it would be difficult for him 
to explain even to an impartial party. This means that the 
banker bases his final decision not solely upon the opinions of 
experts and upon abstract reasoning, but in part at least upon a 
mental factor—call it intuition if you will—which often is 
brought into play with good results. His ultimate judgment, 
in a word, rests upon facts plus that indescribable something 
in the make-up of many which often prompts them to refrain 
from a course of action which later events prove would have 
been a sad mistake to have undertaken. The greatest American 
authority * on the work of the bond house, in speaking of the 
elimination of proposed bond issues, mentions several steps in 
the process. The first, in substance, embraces the discarding of 

“CHAMBERLAIN, L., The Work of the Bond House, pp. 16-17. 


THE MARKETING OF SECURITIES 311 


the propositions of concerns whose business is unfamiliar to 
the bond house. The second step involves the discarding of 
propositions for loans (upon bonds) where the equities be- 
hind the bonded properties are regarded as inadequate. The 
third consists in sidestepping proposals when the prospective 
earning power of the would-be borrower, under the most 
unfavorable conditions and assuming proper deductions for 
depreciation and other proper charges upon income, is not ‘‘at 
least 50 per cent more than all fixed charges.’ And, finally, 
loans should be denied to concerns whose managing personnel 
do not meet the approval of the men in control of the bond 
house in question. 

The wholesale banking house has to dispose of the securities 
which it purchases directly from the issuing corporation, but, 
as already intimated, it does not sell them directly to the public. 
Its customers are-bond houses which make a business of dis- 
tributing securities to the ultimate purchaser. Moreover, the 
wholesale houses are active in forming underwriting syndicates 
and managing them; and their activities necessarily run over 
into advertising, to the distribution of securities to the syndi- 
cate subscribers, and other work relatively incidental to their 
major activities. 

Types and Functions of Investment Banking Houses: 2. 
The Retailers——Before undertaking to describe the actual 
system of selling high-grade securities to the public, something 
will be said in general of the work of the large distributing 
houses ;* that is, of those that are not, strictly speaking, whole- 
salers, although some of their functions are more in the nature 
of wholesale than retail activities. Bond houses vary greatly 
in size, in prestige, and with respect to the geographical area 
over which they are known. At one extreme are large houses 
known perhaps throughout the whole country; at the other are 
the small houses known only locally and engaged primarily in 
selling securities over a limited district. Between these two 
extremes lie the greater number of bond houses, serving some- 
times a large, sometimes a small, clientele. 


1 CHAMBERLAIN’S The Work of the Bond House has here been drawn 
upon for information, as also such standard works as Dewr1nc, The Finan- 
cial Policy of Corporations, and Moutton, The Financial Organization of 
Society. 
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The large distributing bond houses are organized according 
to various plans, usually having headquarters in some large 
city, with branch offices scattered widely, at times, over the 
country in the principal cities. The smaller houses are merely 
local establishments and may have no branches whatsoever. 
Some of the bond houses are partnership organizations, while 
others are incorporated; the small local dealer may be operat- 
ing a one-man enterprise with hired employees. There are 
instances of bond houses that have continued the partnership 
form of organization through several generations. Consider- 
ing the fundamental nature of the investment banking business, 
it is somewhat difficult to understand why high-grade bond 
houses should seek incorporation. They cannot continue to do 
business with their customers unless the securities which they 
recommend for sale and which their clients buy from them 
give, on the whole, satisfactory results. It is rather widely 
believed that the reason why a bond house that has been carry- 
ing on business under the partnership form seeks incorporation 
is to take advantage of the limited liability which the owners 
of corporate enterprises secure through incorporation. There 
are, of course, many people who do business with bond houses 
who are quite unaware of the form of organization that the 
bond house maintains—whether it is a proprietorship, a part- 
nership, or a corporation. Broadly considered, intelligent in- 
vestors would probably have greater confidence in a bond house 
if they knew that the owners of the organization were willing 
to assume full liability to their clients rather than seek a limita-- 
tion upon such liability through incorporation. 

The Purchasing Department of a Bond House.—Bond 
houses of the larger type usually have two outstanding de- 
partments—the purchasing department and the selling depart- 
ment. These, of course, have intimate relationships with each 
other, but each is highly organized and functions in its own 
field. We shall consider these two departments of the larger 
bond house in order, beginning with the purchasing department. 

The work of the purchasing department may be described 
in connection with the organization of a house that is engaged 
primarily in selling bonds of a particular type or types—indus- 
trials, or public utilities, or even both. Among the employees 
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in these particular branches of the bond house, there are likely 
to be men of broad outlook and wide experience, who spend 
much of their time traveling around from place to place, study- 
ing the particular branches of business enterprise in which 
their house specializes. Statisticians and accountants are em- 
ployed who are constantly preparing and analyzing data with 
respect to individual organizations scattered all over the country 
in the particular fields of interest. When a definite proposi- 
tion for the flotation of a new bond issue is brought to the bond 
house in question, the statistical reports of the company desir- 
ing to bring out the issue are carefully examined. The legal 
department of the bond house is requisitioned to examine and 
amend the legal documents prepared by the lawyers of the 
corporation in question, and to draw up whatever new papers 
are necessary to cover the proposed bond issue. Assuming that 
the proposition for the issue of new securities is considered’ 
satisfactory by the bond house so that the purchase of the 
securities is undertaken, the matter of actually disposing of 
the bonds is then passed over to the selling department of the 
bond house, and the activities of its buying department are 
then centered upon other propositions. 

The Seliing Department of a Bond House.—There is, of 
course, lack of uniformity in the internal organization of the 
larger bond houses (the type here under consideration). This 
being the case, we shall undertake to describe the nature of the 
selling department in a fairly typical instance. 

The selling department is the only department of a bond 
house of which the public has any specific knowledge. As a 
matter of fact, most people have no conception of the whole 
work of the selling department of a bond house, to say nothing 
of the combined activities of its purchasing and selling depart- 
ments. The only contact that most persons have ever had 
with a bond house is with one or more of its salesmen. 

The selling department of a bond house is a well-arranged 
marketing organization. Ordinarily there is a general sales 
manager or some such general executive, who has charge of the 
entire sales force in both the head office and in the branches (if 
there are any). There seems to be no standard practice for such 
executives in getting the securities in the hands of the final pur- 


314 THE FINANCING OF BUSINESS ENTERPRISES 


chaser ; nevertheless, it is doubtless true that the chief reliance 
of the sales manager in disposing of the securities is the trained 
staff of salesmen who personally call upon prospective inves- 
tors. Supplementary aids in selling come under the general 
heading of advertising campaigns, of which newspaper adver- 
tising, circular letters and other similar devices are a part. 

Whence is the staff of salesmen recruited? In some parts 
of the country, particularly in the East, men about to graduate 
from college—men whose undergraduate training has been 
non-professional—are in demand by first-class bond houses for 
the position of salesmen. The better houses choose the gradu- 
ates with much discrimination. We are unable to say what 
percentage of such employees placed on the payroll of a good 
bond house stay in the business, but our observation would lead 
us to believe that the percentage is very small. The would-be 
bond salesman recruited from the ranks of recent college grad- 
uates must possess certain laudable attributes to receive at least 
consideration by the personnel man of the bond house in 
question, particularly if he is to solicit the patronage of the 
better classes (socially considered) of bond buyers. He must 
be well recommended by the college authorities; he must be 
willing to work hard, and must not too easily be discouraged ; 
he must possess tact and enthusiasm for his work; he must 
have a good and attractive personal appearance; he must be 
a good listener as well as a good talker; and if he has a wide 
circle of wealthy friends and happens to come from a family 
of wealth and good social position, so much the better. One 
whose opinion in many aspects of the bond business is worthy 
of great respect has said in effect that, considering the matter 
from the standpoint of results obtained in the long run, the 
human characteristics that sell bonds (or anything else for that 
matter) are “enthusiasm” and “hard work” rather than 
“brains” and “acquaintances,”’ as some would believe. 

We are informed that the leading larger retail bond houses 
have provided for their prospective salesmen a well-balanced 
course of training comparable in organization with the high- 
grade system they follow in selecting recruits for their sales 
force. The salesman usually receives a relatively small income 
for a while, at least, because the job is congenial, because the 
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hours are not exacting, and because the employee is thrown 
among a relatively good class of people. 

How do the salesmen, when properly trained, know whom to 
call upon? There is no problem here because of the fact that 
practically every bond house has a long list of prospective cus- 
tomers in every district which the salesmen are expected to 
cover. Practically everybody is “listed” nowadays as a pros- 
pect in a dozén or more lines depending upon wealth, social 
position, and numerous other matters. Many persons so listed 
would be surprised to know the large amount of information 
that has been gleaned from various sources with respect to 
them, especially with regard to such matters as their annual 
income; their total wealth; how such wealth is represented (in 
real estate, stocks, bonds, etc.) ; their habits, peculiarities, dis- 
position, and soon. There are people and organizations nowa- 
days whose business consists in compiling lists as mentioned 
above and in selling pertinent lists to interested parties. It. is 
said that one could secure upon short notice a considerable list 
of men and women in any special district of the country, all of 
whom have had the same kind of accident, or the same surgical 
Operation, or who possess the same physical defects; or a list 
of those who have $1,000, $2,000, $5,000, $10,000, etc., excess 
income to invest each-year, and so on. Everybody has heard 
of “suckers’ lists’’—the lists of those who are forever receiv- 
ing through the mails all sorts of literature pertaining to get- 
rich-quick schemes of finance, simply because at one time, it may 
have been twenty years ago, such person answered one such 
letter, or bought a share or two of wild-cat stock from a 
traveling salesman. Once having given his (or her) name 
either through the mails or otherwise as an interested party, he 
(or she) becomes listed (as long as alive and sometimes con- 
siderably longer) as a prospect for similar matters, it being 
tacitly assumed “once interested, always interested.” There are 
those who make a business of compiling stockholders’ or bond- 
holders’ lists which, it is said, are sold to investment bankers 
for a consideration, perhaps for a few dollars per one hundred 
names, if the lists are particularly good. It may be that some 
one has secured the list of preferred stockholders in a certain 
motor company. This might be regarded as a good list of 
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prospective buyers for a new issue of preferred stock in another 
motor company, it being assumed that those who now hold 
preferred stock in a motor concern would be interested in other 
preferred motor stocks provided the issuing company is one of 
good standing. 

Making the Actual Sales—Armed with a list of good pros- 
pects, the salesman is ready to get rid of the securities of a 
particular issue only after he has been properly primed or en- 
thused by the proper official of the office staff—one who has a 
reputation for adding the finishing touch to a new issue of 
securities before the word “‘go” has been said to the salesmen. 
The proper enthusiasm for the salesmen is likely to be supplied 
at a meeting (or meetings) at which all the details of a certain 
issue are talked about and at which are featured the principal 
selling points of the issue in question. Perhaps it will be 
thought necessary to have the salesmen actually inspect the 
property of the issuing corporation. At any rate, the salesmen 
must be made to feel that they are offering their clients an 
unusual. opportunity for investing their money. It has been 
said that if the salesmen themselves can be “sold” to the pro- 
posed issue, there will be no doubt that the issue will soon be 
taken by the public; but that if the salesmen themselves have 
any doubt about the intrinsic worth of the securities, this doubt 
will be reflected in lagging sales. Finally, the bond house is 
likely to supply its salesmen with attractive circulars describing 
the issue (or issues) that are being featured. 

Types and Functions of Investment Banking Houses: 3. 
The Locai Dealers.—A third type of house concerned with 
the distribution of high-grade securities is the purely local 
house. It serves a restricted market and there is not the spe- 
cialization of function in its organization and management as 
is found in the distributing house of the second type discussed 
above. Moreover, there are relatively few salesmen employed. 
The proprietor of the local bond house obtains his securities 
for distribution from a large house, either of the strictly whole- 
sale type or from a retail house which performs some of the 
functions of the wholesaler. There are many of these local 
dealers scattered throughout the country wherever an actual 
or potential market for investment securities is to be found. 
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Services Performed by Investment Bankers.—We hear 
much nowadays of service as a business-builder. Investment 
banking houses of the better type render invaluable services 
to their customers and to others as well. Selling securities is 
only a part of their business. In general, they desire the good- 
will of the community they serve, and particularly that of their 
clients. They must have satisfied customers at any cost, and 
partly to this erid they endeavor to sell only the best securities— 
those that are safe as regards the return of the principal, and 
those that will bring to the buyer a good and sure annual 
return on the investment. But in addition to the distribution 
of securities, which is, of course, the primary function of the 
security distributing houses, a number of subsidiary services 
are rendered their customers and other interested parties. In 
discussing these we can safely speak only in general terms, for 
the subsidiary or “secondary” services of investment bankers 
are by no means standardized, and houses differ greatly with 
regard both to the quality and the quantity of such services 
rendered. 

One very valuable feature of certain high-grade investment 
banking houses consists in performing what some have called 
the “protective” function. This consists, in a typical case, of 
taking back from a customer at a fair price a security sold to 
him which has not proved satisfactory. There is a good deal 
of “taking back’’ of goods on the part of retail merchants, such 
as those operating department stores, grocery stores, and so 
on. This is done in order that customers may be satisfied 
with their purchase; the retaining of goods which, upon second 
thought, one does not like leads to a dissatisfied clientele. It 
is claimed that certain high-grade bond houses have gone fur- 
ther in receiving or taking back from dissatisfied customers the 
commodity which they sell—securities—than any other type 
of marketing organization. Some houses go even further 
than repurchasing the securities. Thus, they voluntarily ren- 
der invaluable services to their clients, who continue to hold 
securities that the investment house sold to them in concerns 
that later default interest on their bonds, and that have to go 
through either a receivership or a reorganization or both. The 
ordinary bondholder is powerless to do anything worthwhile 


318 THE FINANCING OF BUSINESS ENTERPRISES 


in such emergencies ; the bond house knows just what to do and 
how to make the action as effective as possible. The assump- 
tion of such responsibility on the part of investment bankers is 
a service of inestimable value to their clients. 

Another service rendered by certain bond houses consists 
in giving advice on investment matters in general, that is to say, 
they render to their clients and others what has well been 
called a general investors’ service. This work should not be 
confused with the special service which is sold to interested 
parties by various special business organizations, such as the 
Brookmire Service, the Harvard Business Service, and other 
similar organizations. Furthermore, the general investors’ 
service rendered by certain high-grade banking houses should 
not be confused with the special advice that is often given 
freely to customers and prospective customers when a par- 
ticular security issue is being marketed. It is a matter of 
common knowledge that certain bond houses will furnish to cus- 
tomers and other interested parties special reports they have had 
made on certain classes of securities, corporate and otherwise. 
Certain bond houses are particularly courteous in replying to 
letters with respect to certain securities which they may or may 
not have immediately for sale but which have been the object 
of study by some of their specialists. Very often an invest- 
ment banking house may have a considerable mailing list for 
pamphlets and special studies that they make periodically or at 
irregular intervals. It is difficult to generalize in this matter, 
but if one examines carefully the financial pages of business 
publications much pertinent information can be gleaned on 
matters of interest with respect to various investments. 

Another service offered by certain investment banking in- 
stitutions has been called by some a “banking service” or a 
“fiscal service.’’ It seems that care is generally taken not to 
reach over too far into the field of commercial banking so that 
the concern might be subject to adverse criticism by those 
whose main interest is commercial banking. The so-called 
banking function of certain investment banking houses consists 
in rendering to regular customers the facilities of the invest- 
ment house in the collection of interest on securities sold and 
in the ultimate payment to their clients of the principal of bonds 


THE MARKETING OF SECURITIES 319 


sold. Certain railroads, municipalities, and other organiza- 
tions, are said to depend upon investment banking houses with 
which they do considerable business for fiscal service of the 
type here under consideration. Now that installment buying 
and systematic saving are the vogue, the facilities of certain 
high-grade investment banking institutions are said to be avail- 
able for enabling their customers to buy securities where 
payment in fulf is not required when the security is purchased. 
Other miscellaneous services which mean much to the individual 
investors are at times rendered by investment banking institu- 
tions to the mutual advantage of themselves and their clients. 


DISPOSING OF LOW-GRADE SECURITIES 


There Are Large Quantities of Low-grade Securities to 
Be Marketed.—FEarlier in this chapter (page 307), it was 
stated that the term low-grade security suggests a stock of the 
type whereby the buyer should expect to incur a very substantial 
risk in that ultimately he might lose the money used in buying 
the so-called security, and that he might never receive dividends 
on it. Viewed from a slightly different angle, low-grade se- 
curities comprise the issues of business concerns whose future 
earnings are entirely unpredictable. There are many enter- 
prises of this sort; indeed they comprise the vast majority of 
new ventures. Inasmuch as the better classes of investment 
banking institutions do not wish to have their names linked 
with doubtful enterprises or with securities whose income is 
open to question, they do not care to join forces with com- 
panies whose future earnings cannot be predicted with at least 
some small degree of accuracy. This means that many indus- 
trial enterprises—those of a speculative, untried and unpredict- 
able future—must sell their securities without the cooperation 
of the high-grade investment banking institutions. In other 
words, they must secure the capital for experimentation and 
development directly from the public without availing them- 
selves of the advantages of underwriting. 

Low-grade Securities Usually Stocks.—It may be well at 
this point to emphasize a fact which undoubtedly is well known 
to most of our readers, but which easily may be overlooked, in 
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distinguishing between high-grade and low-grade securities. 
The latter are, with few exceptions, stocks (not bonds) in 
various enterprises whose general types already have been 
mentioned in the above. When a company issues bonds, it is 
fair to assume that there is some valuable tangible property 
behind the bond issue, which property already has been paid 
for, usually by a sale of stock. Certain types of companies that 
issue low-grade securities are probably not possessed of a great 
deal of equity in the properties which they hold, so that there 
is not the proper basis as yet for a bond issue. 

There are many concerns of high order at the present day 
whose original securities should properly be classified as of 
low grade. This means that when such enterprises were being 
established, much of the original capital had to be obtained 
by selling low-grade securities direct to the public. Moreover, 
during the earlier years of growth of many of these enterprises, 
little or no dividends were paid so that the stock should properly 
be classed as highly speculative. After a while such companies 
became-well established and demonstrated their earning power, 
after which time their securities passed up from the low-grade 
to the high-grade type. 

Why People Buy Low-grade Securities.—For selling se- 
curities that cannot qualify for the investment bankers’ en- 
dorsement, there are many devices. These will be recounted 
in some detail later. Let us first consider, however, the motives 
prompting the purchase of low-grade securities. This is a 
long story and only the mere outlines may here be sketched; 
a detailed analysis of the situation would require a much more 
exhaustive discussion of certain fundamental traits of human 
nature than can here be undertaken. Most, thinking persons 
probably would admit that a considerable percentage of human 
beings have a strong leaning toward speculation. Those who 
cannot be classed in this category are, either by nature or as the 
result of past experience, of an ultra-conservative turn of mind. 
It would seem that a large percentage of people rather yearn 
to take a chance, especially in matters where financial gain is 
in prospect. Most every one readily jumps at the chance of 
being able to get something for nothing, or for nearly nothing. 
Witness the crowds that flock around the entrance of a store on 
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the day of a “slaughter sale,” or at any market where it has 
been advertised in advance that “no reasonable offer will be 
refused.” This widespread desire for speculation or for get- 
ting something at a bargain price is the opportunity of the 
security salesman for getting his wares into the hands of the 
public. All that he has to do is to fire the imagination of the 
prospect sufficiently, and the latter will be not only ready but 
anxious to take the chance of coming into the possession of a 
security that may prove of considerable monetary value. 

Again, there are innumerable people who dream of the day 
when, from the material standpoint, their good luck will come 
—when things, as they are likely to put it, will “break” in their 
favor. They view with pardonable envy those who, in one 
way or another, have profited financially ; and they get the idea 
that many have become rich or well-to-do by a mere lucky 
turn with some investment. Accordingly, they decide to take 
a chance themselves with this or that security in the hope that 
they too may get a “break,” knowing full well, however, that 
it is a long chance they are taking and that what they put into 
the chosen enterprise may very possibly be lost. Of course, 
there are many others who buy securities blindly, or are perhaps 
entirely deceived by the salesman into whose clutches they 
have fallen. . 

Another human characteristic that is played upon success- 
fully by certain salesmen of low-grade securities is vanity. 
Most people ‘have this trait in abundance; it is, perhaps, one 
of the three or four fundamental impelling motives for human 
action. Many are vain enough to be led to think that they 
can make more than a paltry five or six per cent on their money 
if they just “use their head.” They fool themselves into be- 
lieving that they are more clever than most people, that they 
are clever enough to “beat the game,” and that they ulti- 
mately will profit abundantly by selecting their investments 
carefully. Accordingly, they set out to buy the right stock or 
stocks—the one or ones which will yield them extraordinary 
returns. Usually, however, they have a disastrous experience 
with their selections before they wake up to the fact that it is 
hard to “beat the game” in the field of investments. Finally, 
the desire to get or to possess as much as possible of material 
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things, is a common human attribute, possessed by practically 
all, it would seem, excepting the most shiftless and happy-go- 
lucky. 

By catering to these and other rather fundamental human 
attributes, those who have low-grade or even fraudulent securi- 
ties to dispose of are able to map out plans for selling cam- 
paigns that are almost irresistible to a large percentage of those 
who have surplus funds to invest, especially to those of small 
means and others who have had little or no experience in in- 
vesting money. The various ways in which these campaigns 
are organized and carried through will now be considered. 

“Stock Promotion.”—The reader should remember that the 
type of securities we are now considering—low-grade securi- 
ties—have to be unloaded on the public without the assistance 
of the investment banker. In other words, they are sold direct, 
the high-grade investment bankers rendering no assistance. 
One of the methods that have been used a great deal in times 
past for disposing of low-grade securities is sometimes called 
“stock: promotion.” This plan of security distribution has 
been subject to grave abuses, and is probably less popular at 
present than other plans soon to be described. The term “stock 
promotion” implies that the securities of a corporation which 
are of the low-grade type must, through some device or devices, 
be brought to the serious attention of the security-buying pub- 
lic. Put in other words, the low-grade securities to be disposed 
of must, through some form of publicity, be made desirable 
purchases for those who have money to invest. Usually the 
company issuing the securities reckons among its officers or 
directors certain persons with marked ability for directly pro- 
moting the sale of their own securities. This means that the 
company undertakes through “stock promotion” to sell its 
own stock direct without resorting to any subterfuge. Such 
stock as is thus offered for sale may be represented as treasury 
stock (see page 174), so that the more intelligent buyers will 
know that they do not incur any special liability by buying the 
shares for a fraction of their par value. It is a well-known 
principle in corporation procedure that the judgment of the 
directors of a corporation with respect to the value of certain 
properties acquired is final and conclusive unless fraud can be 
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shown. It may very well be, therefore, that assets are over- 
valued as a basis for stock issue. Moreover, stock that has 
been easily acquired by promoters and others is often turned 
back into the treasury of the corporation, and it can then be 
sold as treasury stock without the second party acquiring it 
having to assume any unusual liability. This has all been ex- 
plained in an earlier part of the book (page 174) and need not 
be repeated heré. 

The direct selling of low-grade stock by a corporation itself, 
according to some such general plan of “stock promotion” as 
described above, is becoming, it is said, a rather difficult way 
for a concern to acquire new capital. This probably is due to 
the fact that many fraudulent concerns have been financed in 
whole or in part in this way. Consequently, new concerns 
which have been honestly established and which have a sound 
basis for future development, have not found it desirable to 
undertake themselves to follow out the plan of direct selling 
through “stock promotion,’ but have resorted to other plans, 
some of which now will be described. 

Selling Stock Through a Financial Agent.—Another plan 
of disposing of low-grade securities is by means of a financial 
or fiscal agent. This plan is not standardized, so that all we 
can do is to describe a fairly typical instance of this particular 
method of marketing securities. A fiscal agent is resorted to 
largely for the purpose of obviating the sale of the securities 
directly by the corporation which issues them. Often the fiscal 
or financial agent is a high official of the security-issuing cor- 
poration, although in all probability this fact is not known to 
that part of the security-buying public that comes into the pos- 
session of low-grade securities. Such official may either or- 
ganize a sales bureau himself, or he may contract with some 
organization already in existence whose primary business is to 
unload low-grade securities upon the public. Such a concern 
may operate under one name for a while, and then under an- 
other, if this plan is found the more desirable. Usually the 
selling organization which acts as the fiscal agent of the se- 
curity-issuing corporation receives a substantial commission 
upon all securities which it sells. It is said that, from the 
standpoint of the corporation that desires to market low-grade 
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securities, this plan of unloading securities onto the public 
brings good results. Literature is likely to be prepared for the 
purpose of “educating”’ the public, and for the further purpose 
of leading the public to believe that the finance company which 
is undertaking to market the corporation’s securities is not 
only high grade itself but that it is lending its “good name” in 
the sales campaign to the security-issuing corporation for the 
purpose of making the sale of stock more effective. 

Permanent Stock-selling Organizations for Low-grade 
Securities—To assist in the marketing of low-grade securi- 
ties, recourse has been had at times to what properly may be 
described as a permanent stock-selling organization which con- 
tracts first with one concern and then with another for the sale 
of low-grade securities. Such a permanent stock-selling or- 
ganization sometimes possesses a charter from some sovereign 
state. This charter permits the company to engage in the busi- 
ness of dealing in securities, so that many of these organiza- 
tions we now have in mind are entirely within the law. In the 
initial.stages of operation of one of these concerns, it will 
probably have men traveling over the country drumming up 
business ; but if the company has been long established and if it 
has a reputation for disposing readily of low-grade securities, 
it will have more selling propositions presented to it from time 
to time than it can handle. Accordingly, it selects the ones it 
wants and discards the others. Inasmuch as the type of or- 
ganization we are now describing expects to stay in business 
for a long time, it naturally has to be careful in selecting low- 
grade stocks for public presentation. It is said that only those 
propositions are selected which offer something attractive to 
the public and which at the same time pay a large commission 
to the stock-selling concern. It goes almost without saying 
that the actual work of disposing of the securities is accom- 
plished by expert salesmen who plod along quietly day after 
day at their work of direct solicitation. The results achieved 
from their employer’s standpoint are said to be highly grati- 
fying. 

Newspaper and Magazine Advertising, Booklets, etc.— 
Newspaper and magazine advertising has in times past played 
an important part in the financing of business enterprises whose 
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securities were of the low-grade type. At the present time, 
however, newspapers and magazines of the better class are not 
inclined to accept advertising material from concerns that can- 
not be recommended unreservedly to their subscribers. Be- 
cause of this newer attitude toward advertising copy, it is 
probably fair to say that newspaper and magazine advertising 
at the present time plays a relatively unimportant part in the 
distribution of fow-grade securities. 

Another means of arousing interest in the sale of a particular 
securities issue is the wide circulation of pertinent booklets. 
Assuming that these have been duly prepared, they are sent out 
to those who answer an advertisement stating that the booklet 
will be sent free to all interested parties. In this way lists of 
names of promising prospects for the purchase of the security 
in question may be secured. In other cases, the booklets are 
mailed directly to prospective buyers whose names are found on 
a list that has been-purchased from a list-compiling organiza- 
tion. It may be that the booklet will be followed up soon 
by a circular letter, setting forth in glowing terms the peculiar 
advantages of the proposed stock issue. Perhaps other perti- 
nent advertising matter will be forwarded. Whatever the 
general plan of campaign that is followed, the purpose is to 
interest the reader in the particular stock and to inspire his 
confidence in the enterprise in question. Finally, various so- 
called clinching devices have been employed, apparently with 
good results. A clinching device is designed to support or 
make effective the advertising plan that has been brought to the 
attention of the prospect; in other words, it is that which 
actually “puts the sale across.” 

A favorite clinching device, as many of our readers may 
know, is to announce in the circular letter a date on which the 
price of the stock will be increased. It is expected that self- 
interest will prompt the purchaser to buy before the price goes 
up. As advertised, the price is actually increased on the date 
announced, and in due course another advance is announced if 
all the stock has not already been sold. Another clinching 
device consists in announcing to the prospects, who are already 
pretty well “sold” to the enterprise, a final date in the near 
future after which no sales of stock whatsoever shall be made. 
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Most of our readers have seen advertising material containing 
this particular type of clinch. It has no set form, although such 
expressions as “This offer will not be made again’; ‘This is 
the final call on this wonderful offer,’ and so on, are well- 
known samples of this effective device. It should be remem- 
bered that in all stock-selling campaigns involving the use of 
the mails, the salesmen, if they do not wish to get into trouble, 
must be careful not to violate the federal postal law. Actual 
misrepresentation must be avoided, although opinions with 
respect to the future value of securities that are being offered 
may be hazarded. Very often those who are managing the 
sales campaign of a new and untried enterprise have abundant 
faith in its future and they are not at all guilty even of exag- 
geration when they express their unbounded faith in the enter- 
prise whose securities they are undertaking to sell. It is one 
thing to prove misrepresentation with respect to a security or 
a business enterprise; it is another thing to prove that those 
who were responsible for the preparation of the literature that 
has been circulated through use of the mails intended to mis- 
represent the security or to defraud the public. In order to 
make out a clear case against an accused “broker’’ who has been 
using the mails, a dishonest state of mind must be proved; in 
other words, the court must be convinced that the “broker” 
knew he was acting fraudulently when he represented a stock to 
be of great value when it was not. 

The Sale of Worthless or Fraudulent Securities—Very 
little has been said in this chapter regarding the marketing of 
worthless or fraudulent securities, although this type of security 
was listed as one of three outstanding types (page 307). This 
discussion has been reserved for the next chapter. The methods 
of marketing worthless or fraudulent securities are at times 
much the same as the methods of marketing low-grade securi- 
ties or those of the second type that we listed above. Conse- 
quently, what has been said with respect to the marketing of 
low-grade securities applies, with certain limitations, to the 
marketing of what some have denominated as securities of the 
worthless or fraudulent class. 


Chapter XXIII 


THE MARKETING OF SECURITIES (Concluded) 
(c) WorrHiess or Fraupuient Securities 


In the last chapter a threefold classification of securities was 
given: namely, (1) high-grade or investment securities; (2) 
low-grade or speculative securities; (3) worthless or fraudulent 
securities. The methods of marketing the first two classes of 
securities were discussed in considerable detail. Having in 
mind that our classification of. types of securities was entirely 
arbitrary and that the different types shade into each other, 
particular attention-will now be given to the marketing of the 
third type of security mentioned, namely, those that are worth- 
less or fraudulent. In disposing of the poorest type of security, 
the stock seller takes advantage of the weaknesses of human 
nature and bases his appeal on the same human characteristics 
as were mentioned in the last chapter in connection with the 
marketing of low-grade securities. 

The Annual Toll of Victims.—E ver since the beginning of 
the great era of corporate development in the latter part of the 
nineteenth century, there has been a constant annual crop of 
those who have been victimized by the stock-jobber. One 
would think that the crop might decrease now that strenuous 
efforts are being made by various organizations, such as 
Chambers of Commerce and Better Business Bureaus, to warn 
the public against the operations of “brokers’’ handling doubt- 
ful or fraudulent securities. Every effort is made to give 
adequate publicity to all the cases brought to light where the 
public has been victimized by stock-jobbers. In spite of such 
publicity, the amount of money, that is annually handed over by 
the public in exchange for securities which are either fraudu- 
lent or so highly speculative that the chance of return upon 
the investment is almost zero, is estimated by experts to be 
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somewhere between half a billion and a billion dollars. This 
has been going on for many years. We are glad to note; 
however, that there are prospects of this annual toll being les- 
sened.t_ Some of the ways in which the sellers of questionable 
securities succeed in getting cash from their customers will now 
be outlined.” 

Securing New Money by a Merger.—There are hundreds 
of thousands of people in the United States who hold shares of 
stock in mining companies. Some of these companies are, 
of course, high-grade concerns; but many of them are inactive 
organizations. Others may perhaps have no tangible property 
behind them whatsoever. Still other companies are defunct. 
The stock in many of these concerns was bought by people 
of small means who simply took a chance of getting what they 
hoped would be a good stock at a bargain price. Such people, 
even though they did not win in taking the chance, received 
at least the indescribable sensation of having something at stake 
financially. 

Many of the holders of stock certificates in the types of 
companies just mentioned have been induced by a clever device 
to “throw good money after bad.’ This is perhaps more true 
of the holders of certificates in 011 companies than in those of 
any other type of mining venture. In one way or another, cer- 
tain so-called oil promoters have secured lists of the names of 
holders of shares in the types of companies that we have 
mentioned. They then have drawn up a form of circular letter 
designed especially to appeal to the human traits outlined in 
the last chapter. An offer is extended, in the circular letter, to 
the holders of shares in defunct or inactive oil companies to 
exchange their certificates for the stock of a new and larger 
company that has been formed for the purpose of consolidating 
a number of the older companies that failed to earn dividends 


*All sorts of persons are victimized, particularly, perhaps, the poorer 
classes, and those inexperienced in investment matters. I believe it was 
Elbert Hubbard to whom is attributed the rather pertinent saying, that “a 
widow is a shining mark for the mining shark.” 

*Much of the information here following was obtained from a pamphlet 
published a few years ago by The Better Business Bureau of New York 
City, Inc. The pamphlet in question contains a series of short articles 
written by Mr. H. J. Kenner and reprinted from the New York Evening 
Journal. 
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for their stockholders. The circular letter sets forth, in all 
probability, the advantages of the consolidation, particularly 
the unusual opportunity to share in practically a sure thing. 
The reader is likely to be led to believe that the successful finan- 
cial venture that was anticipated when he bought his original 
stock, but which was not realized by the old company in which 
he unfortunately had put his money, can now actually be 
achieved. It should be stated with considerable emphasis that 
the holder of the stock in the old company, in effecting the 
change for stock in the consolidation, must forward both his 
old certificates and a substantial amount of money per share 
exchanged. In some cases the old stock must be accompanied by 
20 to 25 per cent of its par value or original price as a condition 
for receiving the stock in the consolidated company. In due 
course, handsomely engraved certificates in the consolidated 
company are forthcoming. Usually, these stock certificates 
turn out to be of just about the same value as the old certifi- 
cates. It has been estimated by experts that not one in ten 
thousand of such consolidating companies turns out any better 
than the old ones which they presumably were to replace. The 
small shareholder would do well to investigate merger com- 
panies before he invests in them, unless he is willing to join the 
ranks of that large army who continue year after year to 
“throw good money after bad.” 

Capitalizing Prejudice.—There are many people, particu- 
larly those of small means, who harbor a prejudice against 
what are popularly known as the “big interests.’”? Such popu- 
lar prejudice has been used in times past as a means for dis- 
posing of the stock in companies that were avowedly not of the 
big-interest type. This is a clever ruse. Appropriate literature 
is prepared and sent to the prospective small investor who has 
been picked out because it was expected that he was prejudiced 
against the larger and stronger companies in the same field. 
The literature sets forth the way in which certain well-known 
companies, capitalized at large sums, were undertaking to put 
a new struggling company (the one whose stock now is being 
offered for sale), capitalized at a relatively small sum, out of 
business. An appeal is then made to the reader to invest a 
larger or smaller sum in the stock of this particular company 
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which, of course, is not of the big-interest type. This new 
company whose stock is now offered for sale was formed for 
the man of relatively small means who thus would have a 
chance of getting rich soon, as did the holders of the stock in 
the large competing companies now controlled by the big inter- 
ests. Thus, by playing upon popular prejudice against the 
“big interests’’—a prejudice which is very commonly held by 
people of small means—a large amount of money may be col- 
lected for the stock offered at bargain prices in companies 
which avowedly were formed to combat the big interests and 
which, it is alleged, the interests are now endeavoring to keep 
from achieving success. 

Utilizing the Telephone.—A few years ago there appeared 
on the horizon, in the field of stock-jobbing, a new type of 
salesmanship identified with what was then popularly known as 
the “telephone house.” Just as the mails previously had been 
used extensively to “bring home the bacon,” so the telephone 
came to be used as a somewhat safer means of interesting the 
prospect in the wonderful possibilities of this security or that. 
There is something very compelling about the long-distance 
telephone call; and the telephone houses, instead of resorting to 
the local call, very largely discarded local victims and kept 
pounding away day after day upon long-distance prospects. 
As someone has wisely said, a salesman can promise practically 
anything over the telephone wire because there is no written 
or printed record of such promise to be used against him later. 

The telephone brokerage house may be established in the 
Wall Street district or elsewhere; it matters little where the 
house is located. Salesmen of a telephone house usually have 
a long and promising list of prospects scattered widely over 
the country. Hour after hour they sit at their desks and call 
their prospects over the long distance wire. Usually the securi- 
ties sold over the telephone are marketed on a commission 
basis, and the commission is likely to be a large one. Although 
the telephone brokerage house pays a large monthly sum for 
telephone tolls, it is said that a handsome sum is usually left 
for profit after the tolls are taken out of the commission re- 
ceived on sales. : 

Anyone who has ever been called over the telephone by a 
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high-pressure security salesman is likely not to forget the inter- 
view. The promises made are vastly more alluring than those 
set forth in the strongest circular letter for advertising securi- 
ties that ever has been issued. It is a strange thing that most 
sensible human beings would not be interested in the slightest 
degree by a telephone salesman who offered to sell high-grade 
bonds at a 50-per-cent discount. The same people, however, 
prick up their“ears immediately when the salesman begins to 
talk about certain unlisted stocks being “the opportunities of a 
lifetime” for the prospective buyers. 

Occasionally Experienced Investors Are Snared.—Not all 
of the victims of the so-called “telephone houses”’ are people 
of small means. Occasionally, those of relatively large means 
and with considerable experience in business affairs have been 
victimized. Most of our readers probably either have read 
about or have heard of cases which would be to the point here. 
An interesting story’ that appeared in print some years ago 
is worthy of brief notice here. A representative of a “‘tele- 
phone house”’ succeeded by some clever device in selling a block 
of oil stock at a small price per share to a merchant who per- 
haps took the shares in order to get rid of the salesman. The 
merchant, becoming somewhat concerned later over his “‘invest- 
ment,” called the ‘‘telephone house’ in question and asked to 
speak with Mr. X (who had sold him the shares). Mr. X was 
not in at the time, but within a few minutes he appeared at the 
merchant’s office with a glowing report of the stock, some of 
which he had sold the merchant a few weeks before. The 
company was doing splendidly and its future was most 
promising. 

Not long afterward a fairly large dividend check was re- 
ceived by the merchant, together with a letter stating that the 
price of the stock had gone up and that arrangements were in 
progress for listing it on the New York curb. At the end of 
another month a second dividend check arrived for the same 
amount as before. The merchant was now ready for expert 
handling on the part of the original salesman. The latter was 
able to convince the merchant that the stock was of great 
value, and that an effort should be made at once to buy in as 

1See New York Times, Sunday, May 8, 1921. 
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much of it as possible. The merchant upon request undertook 
to codperate with the salesman in this matter, and to this end 
drew a considerable amount of cash from his bank. This 
was duly handed over to the salesman to forward the work 
of buying in the precious stock. This was the last that ever 
was heard of the salesman in question. No more dividend 
checks were received, and it was not long before the merchant 
learned the sad truth that the company existed only in name. 
As is usually the case in such matters, the merchant received 
his money’s worth, but this was in experience rather than in 
hard cash. 

Dope Sheets, Tipster Sheets, and Similar Devices.—Sales 
of worthless or fraudulent securities are sometimes brought 
about by means of the “‘dope” or “tipster” sheet, or other form 
of investment advisory service. The seller who resorts to any 
of these devices first secures a list of prospective investors. 
He undertakes to interest those persons who are on his list in 
the securities of various companies, some of which are of the 
highest grade. It takes a man of experience, a really discrimi- 
nating investor, to appreciate the fact that an attempt is being 
made to dupe him by means of the dope sheets. These are 
mailed periodically to the prospective investor and contain con- 
siderable news with respect to various types of securities, high 
grade and otherwise. Often considerable space is given in the 
sheet to interesting and well-written comments on the stocks or 
bonds of high-grade business organizations. These securities, 
it will be observed, are of the type which any sensible person 
would wish to hold. 

But the dope sheet is likely to contain another type of reading 
matter as well, in that it carries alluring statements of stocks, 
usually of doubtful value, in which the preparers of the dope 
sheets hope to interest their readers. The psychology of this 
type of appeal is interesting. The reader of the news bulletins 
or dope sheets is led to believe that such bulletins are prepared 
by a disinterested concern whose business it is to keep the se- 
curity-buying public informed on selected investment securi- 
ties. Consequently the reader naturally infers that all the 
statements made in these bulletins are reliable. This idea 
naturally is harbored with respect not only to those securities 
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which everybody believes to be high grade and whose names are 
almost household words, but also with respect to all other 
securities to which space is given in the news bulletin. Once 
having been interested in these relatively unknown securities, 
the reader in time becomes sufficiently “educated” with respect 
to them to be ready for the final clinching device. At times 
numerous “tipster” publications spring up and have a wide 
circulation. Whe reader of such a sheet is led to believe that 
he is examining information with respect to securities which is 
entirely disinterested. Actually, however, the underlying pur- 
pose of the tipster sheet is to interest its readers in certain par- 
ticular worthless or low-grade securities in which the publisher 
of the sheet has a great financial interest. 

Another device traceable to the sellers of worthless or fraudu- 
lent securities consists in using market letters which they them- 
selves have framed, and other publications of the tipster type, 
for the express purpose of shaking the confidence of the un- 
wary who have small holdings of the securities of high-grade 
corporations to the point where such shareholders in these or- 
ganizations sell their shares. The hope of the stock-jobbers is 
that the ready cash thus realized by such shareholders from the 
sale of high-grade securities will be reinvested in the worthless 
stocks which have been featured in the market letters or tipster 
sheets. 

Imitating Letterheads and Naming Endorsers Without 
Permission:—Letterheads of old, well-established companies 
with a national reputation are at times imitated or actually 
copied for the purpose of deceiving the uninitiated security- 
buyer, particularly for the purpose of getting hold of his money 
for securities which are entirely different from those which he 
thinks he is buying. A sales organization with an imposing 
letterhead bearing the names of many cities where branch 
offices are supposed to be located, a cable address, and other 
data, makes a great impression upon certain persons into whose 
hands letters with such imposing letterheads fall. The use of 
such a letterhead is likely to impress the reader with the idea 
that this organization is doing a large and prosperous business. 
Of course, the underlying purpose of imitating letterheads is to 
deceive the public; evidently the plan has been highly successful. 


334 THE FINANCING OF BUSINESS ENTERPRISES 


Faked endorsements are perhaps more a relic of the past 
than a leading sales-adjunct of the present. Nevertheless, occa- 
sional efforts are still made to induce people of relatively small 
means to invest their money in this enterprise or that because 
they are told that some well-known wealthy citizen already has 
done so. A typical case of a faked endorsement consists in a rep- 
resentation on the part of the seller of the worthless or fraud- 
ulent security that certain outstanding citizens of prominence 
have become members of the board of directors of the company 
whose securities are being offered for sale. Sometimes such 
outstanding citizens are even represented to be officers of the 
company in question. It is usually found upon investigation 
that these prominent citizens have never even heard of the 
company (or companies) with whose name (or names) theirs 
have been linked. 

The cautious buyer is not easily deceived by imitation letter- 
heads or faked endorsements; but the uninitiated in the realm 
of investments often is impressed by such clever devices and, 
in response to the deception that has been worked upon him, 
hands over his money for worthless securities. 

Irrelevant Comparisons with Former Successes.—An ex- 
ceedingly common appeal for funds of the small investor is the 
account of the phenomenal successes of other companies in 
other fields, whose original securities were hard to sell. Actual 
or hypothetical instances of the rapid rise to wealth and for- 
tune of ministers, day-laborers, hotel-keepers, office boys, fac- 
tory hands, and so on are set forth in glowing terms. The 
reader is expected to infer that the stock now being offered to 
him in a certain company stands a good chance of having a 
similar successful history. 

If the enterprise in question is based upon an invention, 
reference will probably be made, in a circular letter setting 
forth the claims of the invention to public support, to the early 
history of the Bell Telephone Company and the discouraging 
times that it had. Other enterprises, based upon the promotion 
of an invention which turned out to be highly profitable to their 
original backers, are also likely to be referred to by more than 
casual reference. Strange to say, the stock illustrations of suc- 
cessful ventures that originally were hard to put across to the 
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people are used as bait to lure the prospect with respect to the 
probable bright future of practically any type of present-day 
enterprise. In other words, the promoters of highly specula- 
tive or even downright fraudulent ventures are not necessarily 
careful to draw their comparisons with enterprises that have 
even a vestige of similarity to the ones they are associated 
with. 

Then again; many representations found in literature circu- 
lated to stimulate the sale of doubtful or fraudulent stocks have 
no basis in fact. Five hundred dollars originally invested in 
the Bell Telephone Company, let us say, did not grow at once, 
and without any important outside influence, into a value of 
over a million dollars, as has been alleged in some promotion 
literature. Many of the more successful companies that strug- 
gled for life in their earlier stages would have gone under, had 
it not been for excellent management and for the dominating 
influence of some persevering founder or supporter at the 
most critical times in their initial development. How is the 
buyer of stock in this or that new enterprise that is now being 
promoted to know that good sound honest management is to 
be assured? There can be little or no assurance in the matter; 
accordingly, comparisons with other earlier successful ventures 
are likely to be irrelevant and dangerous. There is no assur- 
ance whatsoever that, because the Bell Telephone Company, the 
American Telephone and Telegraph Company, the Ford Motor 
Car Company, and other well-known enterprises proved to be 
great financial successes, some present-day oil company, motor 
company, or what not that is being promoted on promises and 
expectations will likewise prove to be a success. It should 
never be overlooked that the character and vision of the men 
at the head of a new enterprise are overwhelmingly important 
factors in its ultimate financial success. 

They Themselves Buy Their Own Securities—Another 
device that makes an appeal to some prospects is for the sales- 
man to announce that he and his relatives have personally put 
their all into the very company whose stock he is now offering. 
As one writer aptly put it, “Quack doctors of finance nearly 
always try to impress you with the fact that they take their own 
medicine.’ This is done to inspire the prospect’s confidence in 
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the stock that is being offered him; surely the salesman would 
not hold some of the stock himself, or recommend it to his 
brothers or sisters, unless it were highly worth while! There 
is no assurance, however, that the salesman is actually telling 
the truth. In fairness to certain salesmen, it should be said 
that at times they are “sold” to a security so completely that 
they actually do not appreciate the fact that they are undertak- 
ing to dispose of a stock issue whose value is questionable. 
In other words, they themselves may be deceived as to the 
actual value of a stock, and may be holding some of it in 
absolute ignorance of its worthless character. 

In general, it is dangerous to rely upon the statements or 
opinions of any man with respect to financial affairs unless he 
has proved his wisdom and judgment in such matters. <Ac- 
cordingly, the prospective investor always should investigate 
the business character and reputation of one who wishes to lead 
him into a business deal, before hé invests with him a single 
cent. 

Milking the Public Through a Patent.—Credulous men 
and women have been induced to hand over their money for 
stocks of little or no value which were the result of the promo- 
tion of a patent. The salesman in all probability was able to 
secure the money on the promise of making the buyers rich by 
utilizing the money to develop a most promising patent. It is 
said that this device for selling highly speculative or fraudulent 
securities is not usually the work of the inventor himself, but 
of some professional salesman of low repute who is likely to 
use the invention as a means of enriching himself. The sales- 
man relies upon public enthusiasm for any novel labor-saving 
device, and for the ease with which most people’s imaginations 
may be fired by a line of well-worded talk. 

The story is told of how a clever though unscrupulous person 
in one of the larger cities of the United States came into posses- 
sion of a patent that looked promising. He undertook at once 
to promote it. A company was formed for the purpose of 
developing the patent, which company was capitalized at a 
large sum. Practically all of the stock of the company was 
handed over to the promoter and the inventor for their work 
in starting the company and in originating the patent. A con- 
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siderable fraction of the stock was then turned back into the 
treasury of the company for sale. Money from this sale was 
supposed to go for the development of the patent. A stock- 
selling company was formed, headed by the gentleman in ques- 
tion, who now occupied the double rdle of promoter and fiscal 
agent. This stock-selling company or fiscal agency was formed 
for the purpose of unloading on the public the treasury stock of 
the original company formed for the development of the patent. 
The agency’s salesmen sold the stock in the original company 
to the public, so it is said, at about $25.00 a share under a 
contract whereby there was put into the treasury of the stock- 
issuing company the small sum of $5.00 per share. The differ- 
ence—that is, $20.00 per share—represented the commission 
received by the fiscal agency for selling the stock in the patent- 
holding company. This contract between the fiscal agency and 
the original company was highly advantageous to the fiscal 
agency, that is, the gentleman who virtually came into control 
of the patent, and equally as disadvantageous to the original 
company and its stockholders. 

The Psychology Behind the Suckers’ List——In Chapter 
XXII, reference was made (page 315) to lists that are utilized 
by security salesmen, such lists containing the names of those 
who are prospective purchasers. These lists are not all of the 
same type. There are lists compiled by list-making agencies, 
containing the names of prospects for the buying of bonds and 
high-grade stocks. There are other lists that are disposed of to 
the sellers of low-grade securities of the type discussed in the 
last chapter. Finally, there are lists compiled which are in great 
demand by the sellers of. worthless or fraudulent securities. 
The term, suckers’ list, has been applied to those lists containing 
the names of persons who might be induced, perhaps, to buy 
into highly speculative enterprises or even into those which are 
financed through the sale of almost worthless or fraudulent 
securities. We are not concerned here so much with the 
way that the suckers’ list is used as with the psychology behind 
the preparation of such lists. An insight into the reasoning of 
those who prepare suckers’ lists is both illuminating and elo- 
quent. 

Some years ago there was published in one of the leading 
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periodicals 1 of the country, an article entitled “The Constant 
Crop of Promoters’ Victims.” This is a most interesting ar- 
ticle, one that is well written, and one which gives an insight 
into the activities of the stock-jobber. Among the outstanding 
matters featured in the article is the subject of lists. Evidently 
it is the suckers’ list which the writer has here in mind. He 
quotes a few paragraphs from a booklet issued, it was said, by 
a concern in New York City. This booklet was intended not 
for the use of those whose names were listed on the suckers’ 
list, but for the use of salesmen who had securities of relatively 
low grade for disposal. A few extracts from the pamphlet, 
referred to and printed in The World’s Work, are given here. 


The man that buys stock in a new project, or in an unlisted enterprise, 
is a speculator rather than an investor—he has the gambling spirit in 
his blood, which accounts for the fact, for it is a fact, that lists of men 
who have previously bought into such propositions will buy into others. 
We have seen men who have incurred repeated losses by such pur- 
chases still continue to buy and buy. They are, by nature, susceptible 
to this class of appeal. This curious psychological fact makes lists of 
such men valuable, and lists comprised of other men valueless. 

We buy and sell investors’ lists. As we are constantly purchasing 
fresh lists, and charge a fair price for those we sell, the names do not 
get “pounded” too much, although, as a matter of fact, we ourselves 
think it a decided advantage to approach a man who has received 
financial literature constantly. It educates him. 

To such an extent do we believe this that we have advised brokers 
to take certain lists and institute a thorough investment campaign with 
the people whose names appear thereon, keeping after them year 
after year. 

A man is a long time sometimes thinking of an investment or specu- 
lation, and every letter or booklet received on the subject is a “jog” to 
his memory, and an incentive to him to act. We have seen a heavily 
“worked” list produce very much better results than one that was almost 
fresh. 

The point is that the place to sell stocks is where, apparently, the 
strife for the buyer’s patronage is hot. In London there is an increas- 
ing tendency of the various trades to group in one centre, jewellers in 
one street, tailors in another, etc. Fish gather where there are a hun- 
dred fishermen. 

This great truth is overlooked by brokers who want a list that has 
not been used. The possibilities of an investors’ or speculators’ list 
are never exhausted while the men on it are alive. 


* The World’s Work, Vol. XVI, pp. 10642-10644, 1908. 
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However, we try, in deference to a prejudice on this subject, to keep 
our lists reasonably fresh, and abandon the use and sale of a list after 
twelve months have passed, being able to do this owing to the constant 
accumulation of fresh names and addresses. 


Some of the expressions used in the above quotation are 
illuminating. Any one who gives it a careful reading and 
digests it can scarcely help thereafter being on his guard when 
approached by*a salesman of low-grade securities. There are 
innumerable promotions of companies whose underlying proj- 
ects are either so visionary or downright fraudulent that no 
possible dividends can ever be paid. The writer of the article 
from which the above quotation is taken ventures the opinion, 
in effect, that something like go per cent of the new industrial 
promotions, and as high, perhaps, as 99 per cent of the new 
mining ventures, that become the basis of securities issues, do 
not last long enough ever to reach the stage where dividends 
are paid. of 

Protection of the Public.——From what has been said in the 
foregoing paragraphs, we are forced to the opinion that it is 
the part of wisdom to endeavor to protect the public by some 
device or devices from placing money in highly speculative and 
fraudulent ventures. Much already has been done in this mat- 
ter. A survey of governmental and private activities looking 
toward the protection of the unwary in so-called “investment”’ 
matters will be made in a later chapter (X XVI). 


Chapter XXIV 


FINANCING ESTABLISHED CORPORATIONS IN PART 
THROUGH CUSTOMERS AND EMPLOYEES 


Corporations Formerly Owned Largely by Moneyed Class. 
—It is a well-known fact that, beginning in the last quarter 
of the nineteenth century and continuing until the present 
time, there has been an enormous material development in 
this country which has called for the accumulation and invest- 
ment of vast quantities of capital for the financing of business 
enterprises. The types of businesses involved in this expan- 
sion are, primarily, railroads, public utilities, and industrials. 
For a more detailed classification, the reader is referred to the 
chart entitled “Classification of Business Enterprises” shown 
on page 12. 

During the first thirty years or so of this marked expansion, 
the securities in the form of stocks and bonds which were 
issued by the very large number of corporate enterprises were 
rather narrowly owned. As a matter of fact, it has been 
shown by experts that an overwhelmingly large proportion of 
corporate securities was held by a comparatively small percent- 
age of the country’s population; and that, at least until the 
end of the first decade of the twentieth century, there seemed 
to be an increasing tendency toward a narrower distribution 
of such securities in even fewer hands. 

The Movement Toward Diffusion of Ownership.—Begin- 
ning, however, somewhere in the second decade of the twenti- 
eth century and continuing to the present, a marked change 
in the direction of diffusion of ownership of the corporate 
securities of the country, particularly of stocks, has been 
brought about. Some have attributed this movement to a com- 
bination of circumstances resulting from the World War more 
than to anything else, and they have dated the unmistakable 
trend toward diffusion since (about) 1918. The matter has 
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been the object of a great deal of study by competent investi- 
gators, and already considerable information has been accumu- 
lated with respect to diffusion of stock ownership in particular 
companies and in certain fields of business enterprise. The 
probable effect of the movement here under consideration— 
a movement which some have chosen to call popular owner- 
ship of business—upon such things as corporate management, 
the labor problem, and the general social well-being also has 
been considered. Whether such sale is made to customers, to 
employees, or to the general public, this general plan of stock 
diffusion has been called, in certain quarters, customer owner- 
ship, and will so be considered here. Put in other words, the 
customer-ownership plan of distributing stock is the name that 
popularly is given to the sale of securities (mostly stocks) 
directly by a corporation itself, rather than through investment 
bankers, to its customers and employees and, at times, to the 
general public as well, particularly when the buyers from the 
public ranks are people of relatively small means. The move- 
ment already has grown to such proportions that a considerable 
part of the new financing of certain concerns, particularly 
financing that relates to internal expansion, is being done by the 
direct sale of their securities under the customer-ownership 
plan, considered in its broad significance mentioned above. 

Diffused Ownership Suited to Corporate Form.—The 
movement toward diffusion of ownership of American busi- 
ness seems excellently adapted to the corporate form of business 
organization. As everybody knows, corporations are joint 
stock enterprises; and unless a consistent policy is adhered to 
on the part of the management of this concern or that to hold 
the stock closely in a relatively few hands, diffusion of stock 
ownership in such companies, if so desired, may proceed apace, 
provided customers, employees, and others among the general 
public are willing to buy a few shares each. The outcome of 
diffusion of ownership of our corporate enterprises is that they 
are likely to become, in certain particulars, democratic 
institutions. 

Corporations Hitherto Not Democratic.—There are rea- 
sons why corporations hitherto have not been noted for being 
highly democratic. These reasons have been pointed out by 
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one of the leading economists * of the United States, and may 
be summarized briefly as follows: (1) the great number of 
wage earners have not, until recently, had sufficient money, so 
it was thought, to invest a great deal in stocks; (2) the possi- 
bility hitherto of spending money on drink has tended to dissi- 
pate a considerable part of such savings as were accumulated ; 
(3) the buying of highly speculative and fraudulent stocks by 
the wage-earning class, when such purchases have been made, 
has in general discouraged investment on the part of this par- 
ticular group in society; (4) many laboring people have been 
misled at times, in certain quarters by agitators and others as 
to the true nature of capital, and they have been warned, it 
is believed, against becoming members of the capitalistic class. 
Fortunately, the reasons that hitherto have worked against 
the purchase by the laboring class of stocks in reputable corpo- 
rate enterprises are being removed. The great mass of the 
people are becoming better educated with respect to the real 
nature of capital and its indispensable function in material de- 
velopment. The widespread movement toward protecting the 
public against fraudulent promotions and the sale of highly 
speculative and downright fraudulent stocks, so it is claimed, 
also is having its good effect. If the present movement toward 
diffusion of stock ownership continues, it will be only a matter 
of a comparatively short time before the rank and file of 
the American people will be able, without running undue risk, 
to place their savings in reasonably safe stocks, particularly 
those of local concerns well known to them, and thus become, 
even in a larger measure than at present, owners in the better 
classes of business enterprises throughout the country. 
Possible Danger in Diffusion of Corporate Ownership.— 
The obvious ultimate result of real diffusion of corporate 
ownership among the general public is that instead of our rail- 
roads, utilities, and industrial enterprises being owned almost 
exclusively as formerly by the rich and well-to-do, they will 
come to be owned by large numbers of people representative 
of all classes in society and of all degrees of wealth. In fact, 


Professor T. N. Carver, in an article entitled “The Diffusion of Owner- 
ship of Industries in the United States,” published in Proceedings of the 
Academy of Political Science in the City of New York, Volume XI, No. 3. 
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in some lines of enterprise, particularly the public utilities, 
this situation is rapidly becoming an accomplished fact. This 
movement is looked upon by many as being entirely advan- 
tageous to the economic and social life of the nation, in that 
it makes not only toward an advancement in the economic 
status of the American population, but also toward the break- 
ing down of prejudice and distinction between social classes. 

In fairness, however, it should be stated that some able 
thinkers view with alarm the movement toward diffusion of 
corporate ownership. The basis for this attitude seems to lie 
in the idea that the more owners there are of our business 
enterprises, and the more widely they are scattered, the more 
difficult it becomes for the owners of corporations (the stock- 
holders) to control effectively the business policy of the con- 
cerns in which they own stock. It also probably is true that 
the larger the number of stockholders in a business enterprise, 
the less likely are the rank and file of such stockholders to 
have a voice in the management. In other words, the control 
of the company is likely to lodge with a relatively small number 
of stockholders and their few associates who have something 
important at stake, such as the presidency or some other impor- 
tant office in the concern. Or it may be that not all of the 
stockholders under a plan of diffusion of stock ownership are 
given the voting privilege, but that some of the stock, espe- 
cially the newer issues, may not give its holders the right to 
vote. Then there would be the possibility, as a result of 
the diffusion of ownership, of the management falling into the 
hands of a few interested parties—irresponsible intermediaries, 
they have been called—who control the voting stock in such 
enterprises. Such intermediaries, it has been pointed out, are 
likely to be bankers, management companies, and so on. Such 
control, if it exists, isolates the majority of the owners of 
the enterprise from the control of the company in which they 
have invested their money. 

As we understand this situation, however, it would seem 
that there is a large majority of those who have a right to 
an opinion, who do not view with apprehension the divorce of 
ownership from management, but who believe that the great 
majority of American business executives who are controlling 
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our business concerns are imbued with a high sense of moral 
responsibility in the management of their respective enterprises, 
and look upon their high positions first of all as positions of 
trust rather than, primarily, as means for their own financial 
advantage. It is a well-known fact that before the diffusion 
of stock ownership among the American public had made much 
progress, that is, before it had become a nation-wide matter 
of comment in business circles, a large percentage of the 
owners of shares in our corporations never bothered to exercise 
their voting power. In a great many cases, stockholders held 
their shares with little or no consideration of the voting power 
that went with them, but with their minds centered upon their 
shares as potential sources of income. Probably this is still 
the case among the great mass of owners of business enter- 
prises at the present day, now that ownership in certain fields 
has become diffused. Many of the new crop of owners, as 
is the case, of course, with the older ones, are quite incapable 
of voting intelligently even if they attended the stockholders’ 
meetings and even if their shares give them voting power, 
which in many cases they do not. Unquestionably a large pro- 
portion of the newer shareholders bought the stock, as cus- 
tomers or employees, largely because they believed that the 
money which they paid for it would thus bring them good 
financial returns; and (assuming the stock did not have voting 
power ) to them, it probably was a matter of little or no concern 
whatever that they would be unable to have any voice in the 
management of the respective corporations of which they were 
part owners. 

Some Facts Regarding Diffusion of Corporate Ownership. 
—It may be well at this point to give a few facts regarding 
the relatively recent increases in the number of persons own- 
ing corporate securities, mainly stock. It has been estimated 
that at the opening of the twentieth century less than 4,500,- 
000 persons in the United States owned stock in American 
business enterprises. The above-mentioned number, it will 
be observed, does not include those who were the holders of 
corporate notes and bonds. Just before the opening of the 
World War the number had increased to something like 7,500,- 
ooo. Ten years later the number is estimated to have been 
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slightly over 14,000,000. At the present time the number is 
probably not very far from 20,000,000. These figures, of 
course, are largely expert estimates, and they are inserted here 
merely for the purpose of impressing the fact of the trend 
toward wide diffusion of ownership of corporate stock. 

A few years ago Mr. Robert S. Binkerd? made a careful 
study of the number of individual owners of the important 
representative business enterprises in the United States. He 
came to the conclusion that in a period of about seven years 
after 1918 the number of owners had practically doubled. 
In certain lines of enterprise the increase was greater than in 
others. In gas and electric light and power companies the 
nunber of stockholders more than doubled between 1918 and 
1925. Telephone and telegraph companies were found to have 
had a threefold increase in the number of their stockholders; 
a large part of this resulted from sales of stock under a cus- 
tomer-ownership plan to employees. It was believed that a 
considerable majority of the employee investors in the stock of 
telephone companies were also users of the telephone service, 
so that they might properly be described as customer share- 
holders also. The study made by Mr. Binkerd caused him to 
conclude, in effect, that the United States is rapidly becoming 
an economic society in which all responsible adults are tending 
to become interested directly or indirectly in corporate affairs, 
particularly in corporate conduct and corporate profits. He is 
reported also’to have reached what seems to us to be a most 
wise conclusion: that “Whether we be corporate managers, 
investors, workers or consumers, we are facing an ever-increas- 
ing need for developing a sense of economic good citizenship 
if this highly diffused and interdependent structure is to rest on 
firm and stable foundations.” ? 

Diffusion of Stock Ownership Reaches Many Fields.— 
Some statements made in the last paragraph would indicate 
that in certain lines of enterprise there has been greater diffu- 
sion of stock ownership than in others; this unquestionably is 

1See article by Mr. Binkerd entitled “The Increase in Popular Ownership 
Since the World War,” in Proceedings of the Academy of Political Science 
in the City of New York, Volume XI, No. 3. 

2 Op. cit., p. 38. 
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the case. There will be no danger of our overlooking the 
progress of the movement among most types of public utili- 
ties, for a great deal which is to be said in this chapter relates 
specifically to the public utility field. 

But other lines of enterprise have felt the movement, and 
are likely to be still further affected by it. When the United 
Drug Company originally was formed, the underlying idea, so 
it has been reported, was to establish a company whose stock 
was to be distributed primarily among druggists who were 
expected to feature the products to be manufactured solely by 
the United Drug Company. The work of the Dennison Manu- 
facturing Company, referred to elsewhere in this volume (page 
146), is an interesting experiment of a high-grade industrial 
organization in the field of employee stock ownership and em- 
ployee management. 

Some of the American steam railroads have embarked upon 
plans designed to extend the ownership of their stock among 
their employees. At the end of the first decade of the twenti- 
eth century there is said to have been only about 300,000 stock- 
holders of our steam railroads; but by 1923 the number had 
grown to more than 800,co0o. This tremendous increase was 
due, of course, to various reasons, but part of it is attributable 
directly to the conscious effort on the part of certain lines to 
sell their stock to their employees. The New York Central 
Lines, for example, undertook a few years ago to sell 35,000 . 
shares of their own stock under favorable terms to their em- 
ployees and those of their subsidiaries. The offer was so 
successful that, in a very few weeks, subscriptions were re- 
ceived for something like 97,000 shares of stock from over 
40,000 employees of all classes. This means, of course, that 
not all of the subscriptions could be filled in full. Those who 
had subscribed for one or two shares of stock were likely to get 
what they subscribed for, whereas many others had to be con- 
tented with a relatively small part of their subscriptions. Only 
six shares could be given to those who had subscribed for as 
much as twenty shares. 

Numerous other specific instances drawn from diverse fields 
of business enterprise could be given to illustrate the wide diffu- 
sion of stock ownership. It is unquestionably true that a 
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substantial number of corporations in various fields of enter- 
prise other than the public utility field, have undertaken to raise 
capital, at times, under what is known as the customer-owner- 
ship plan as understood in its broadest sense (see page 341). 
Within the field of public utilities, we find that practically all 
types have embarked in important plans for diffusing the 
ownership of their stock, notably under the customer-owner- 
ship plan. Elettric companies, power companies, electric rail- 
way utilities, gas companies, water companies, telephone and 
telegraph companies, and others furnish outstanding examples. 
It seems inexpedient to present a leading example from each 
of the important branches of the utilities field; so, in passing, 
we will give brief mention to the diffusion of ownership in 
only one particular concern, namely, the American Telephone 
and Telegraph Company. 

Diffusion of Stock Ownership in the American Telephone 
and Telegraph Company.—In 1912, this company already had 
50,000 stockholders, a really extensive list. In 1925, there 
were approximately 348,000 persons in possession of stock of 
the American Telephone and Telegraph Company, and more 
than 630,000 persons owning all types of the Bell System secur- 
ities. The American Telephone and Telegraph Company is 
almost constantly in need of fresh capital to extend its plant, 
and it has come to rely very greatly upon its present large 
family of stockholders for additions to capital. By 1925, it 
was estimated that the employees of the American Telephone 
and Telegraph Company had more than $75,000,000 invested 
in the concern, and that they were continuing to purchase addi- 
tional stock in the same company which they were paying for, 
at that time, at the rate of something like $20,000,000 annually. 

Diffusion of Corporate Ownership in Electrical Utilities. 
—lInvestigations that have been made to date regarding the 
movement toward diffusion of corporate ownership, particu- 
larly the marked increase in customer ownership, indicate, of 
course, that it is among our public utility enterprises that 


1The facts here given were taken largely from an article published in the 
Proceedings of the Academy of Political Science in the City of New York, 
Volume XI, No. 3, by F. L. Devereux, Vice-president, Bell Telephone Securi- 
ties Company, the article being entitled “The Development of the Ownership 
of the Bell System.” 
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progress has been the most marked. This is more particularly 
true since about 1918. There are cases, however, where cer- 
tain public utilities undertook to sell stock to their customers 
as early as 1908. Possibly there are relatively unknown in- 
stances which go back even further. Dewing* mentions the 
fact that the Central Maine Power Company probably resorted 
to this plan to a limited extent in 1908, and that it was followed 
extensively by the Pacific Gas and Electric Company about six 
years later. Whether or not these were the first instances of 
attempts at customer ownership on the part of utilities, the 
fact remains that, by the close of the first quarter of the 
twentieth century, the movement toward customer ownership 
among the public utilities of the United States had assumed 
exceedingly large proportions. In the electrical branch it had 
so far developed, so it has been reported, that most com- 
panies were able to obtain from their customers from the sale 
of securities a considerable proportion of the new capital 
required for their expansion. 

It would seem that customer ownership in this country has 
received a great impetus from a considerable proportion of 
the executives of the electric light and power companies, per- 
haps more than from any other group. The National Electric 
Light Association has been active in securing reliable informa- 
tion on the subject of customer ownership, particularly in 
the electrical industry. It is an organization embracing elec- 
tric light and power companies who represent, it is said, some- 
thing like nine-tenths of the capital invested in the electrical 
industry. Its reports indicate clearly the diffusion of ‘stock 
ownership among the companies which it embraces. The occu- 
pations of the stockholders of certain of its affiliated companies 
have been classified, and it has been shown that housewives, 
minors, clerks, salesmen, school teachers, laborers, stenog- 
raphers, farmers, grocers, and butchers are the occupations 
most liberally represented by its list of stockholders. Of course 
it goes almost without saying that the customers and employees 
of the various companies top the lists. Customer ownership 
in the electrical industry reaches from the Atlantic to the 
Pacific. 


* The Financial Policy of Corporations, p. 871. 
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A leading authority * on public utilities is responsible for 
the statement that the Commonwealth Edison Company of 
Chicago in 1919 had 7,000 stockholders. In that year, the 
company launched a plan of customer ownership of its stock, 
and by the middle of 1924 it had nearly 43,000 stockholders, 
to which should be added an additional 4,000 employees who 
soon would be stockholders of record but who were still pay- 
ing for the sto¢k of this company on the installment plan. The 
public service company of northern Illinois, he observes, had 
less than 3,000 shareholders in 1919, whereas by the end of 
1924 the number had increased to about 26,000 as a result of 
the company’s efforts in increasing the sale of its stock in 
certain communities which it served. Among other companies 
that the same writer instances was the Southern California 
Edison Company, which in 1917 had something like 2,000 
stockholders, whereas at the end of 1923 the number had 
increased to more.than 65,000, largely as the result of the 
adoption of a customer-ownership plan. These are only a few 
instances of public utility companies which have achieved 
marked success in the diffusion of the ownership of their stock, 
largely as the result of the putting into practice of the plan 
here under consideration. 

Sales Methods.—An important feature of the distribution 
of stock under the so-called customer-ownership plan is that, 
in typical cases, special salesmen are not required so that the 
cost of selling the stock is small. Ordinarily the stock is not 
underwritten, but the companies themselves undertake to sell 
it largely through the cooperation of their own employees. In 
other words, a considerable proportion of the sales are effected 
by regular employees as more or less of a sideline to their 
regular duties. Such employees are gotten together at times 
in a formal meeting where some official explains to them the 
terms under which the stock is offered for sale, and the ad- 
vantages to customers and employees in becoming part owners 
of the company. Just as community chest campaigns often 
are launched by the extensive organization of teams and com- 


1Dean Ralph E. Heilman in an article entitled “Customer Ownership of 
Public Utilities,’ reprinted from the Journal of Land and Public Utility 
Economics, Vol. I, No. 1. 
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mittees, and by a dinner for all of the various workers, so 
stock-selling campaigns on the part of corporate enterprises 
under the customer-ownership plan often are launched in much 
the same way. The plan of participating in the sale of the 
stock on the part of regular employees is likely to appeal to 
them, inasmuch as they may expect, in addition to their regu- 
lar salaries, a fair commission on all stock which they sell. 

Utilizing the services of regular employees in disposing of 
the stock is said to have a number of outstanding advantages. 
For example, it increases their own personal interest in the 
company which employs them; other employees are inclined to 
buy from their associates rather than from the usual type of 
salesmen ; practically all of the employees are prospective buy- 
ers, and so are others among the acquaintances of the salesmen 
who do not happen to be employees of the company in ques- 
tion. It would be difficult to conceive of a more effective plan 
for reaching the savings of the great body of people of small 
means in the local communities. It should not be overlooked 
also that the fact that the installment plan of paying for pur- 
chases, which has made such inroads in this country in dis- 
tributing many other types of goods and commodities, is 
applicable to the distribution of stock among customers, em- 
ployees, and others. Even the radio is used at times, it is 
said, for the purpose of broadcasting the results of a sales cam- 
paign, and for keeping the public in general informed regarding 
the internal conditions of the companies that have resorted to 
the plan of distributing their stock along the lines here 
mentioned. 

Types of Securities Marketed.—There have been cases 
where bonds have been distributed successfully among the cus- 
tomers and employees of public utilities, but such cases are 
relatively rare. It would seem that the greatest success has 
attended the distribution of preferred stock rather than bonds, 
although common stock sometimes is offered. There are, of 
course, a number of well-known utilities both in the east and 
in the west that have but one class of stock, namely, common 
stock ; so that, when the customer-ownership plan of disposing 
of their securities has been adopted, only common stock, of 
course, can be offered for sale. When preferred stock is sold, 
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the dividend rate that is most common seems to be about 
seven or eight per cent, although some companies have been 
successful in selling preferred stock whose dividend rate was 
only six per cent, or perhaps a little less. When preferred stock 
is offered, particularly if it carries a dividend rate of six or 
seven per cent, it is rather likely to be sold at or about par. 

Size of Individual Purchases.—The average number of 
shares purchased under the customer-ownership plan in its 
broad sense, as used in this chapter, is relatively small. In 
some cases, the amount of stock which an employee, for ex- 
ample, may purchase under any particular distribution cam- 
paign is limited to one share for each $300 or $400 of his 
salary ; and there have been cases where the maximum number 
of shares that any employee may acquire is limited, as for 
example, fifty shares. In one case that has come to our 
attention, a public -utility holding company during an intensive 
selling campaign sold 16,600 shares of its preferred stock 
to 5,545 customers. This would be an average of approxi- 
mately three shares to each purchaser. In another instance, 
where a large number of subscriptions were received as the 
result of a special selling campaign, 77 per cent of all sub- 
scriptions were for one to five shares. It seems fair to conclude 
from all the information we have been able to glean, that the 
number of shares acquired by customers and employees under 
a customer-ownership plan of stock distribution is a relatively 
small number, running from one share at the minimum to a 
maximum of 40 to 50 shares, the average being a relatively 
few shares, the figure for which we should not wish to hazard 
a guess. 

Protection of Stockholders.—In order that the customer- 
ownership movement may hold the ground that it already has 
gained, and continue to make its appeal to the rank and file 
of the population, it is highly desirable that the public utilities 
and other types of business organizations that resort to this 
plan should carefully safeguard the interests of their rapidly 
increasing lists of small stockholders. It would be quite dis- 
astrous to the whole plan should these business corporations 
which have drawn liberally upon the small savings of their 
customers, their employees and others in the distribution of 
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their stock, find themselves unable to maintain the expected 
dividend rate on the stock which they issued. The committee 
of the National Electric Light Association which has in hand 
the customer-ownership plan, has expressed itself on this very 
matter, in a recent report, as follows: ‘““The committee feels 
that conservatism should always be exercised and that every 
care should be taken to safeguard securities issued in this man- 
ner [customer-ownership plan] to make sure that their future 
and stability are amply secured in every way.” It requires 
but superficial knowledge of the whole matter for any intelli- 
gent person to perceive that the passing of a dividend on 
stock distributed under a customer-ownership plan would strike 
almost a deathblow to the general scheme in any local com- 
munity, or even over a much wider area than that directly 
concerned financially. It would almost entirely destroy the 
morale of the employees and customers. As a matter of fact, 
it would go a long way toward wiping out the goodwill of 
the community served toward the public utility in question. 
The undesirability of the loss of public goodwill on the part 
of any utility can scarcely be over-exaggerated. 

The interests of the small investors in public utility stock 
call, perhaps, for still other safeguards. Considering for the 
moment the welfare both of the investors and of the public 
utilities themselves, strict supervision over the sale of public 
utility stocks is highly desirable in any state of the Union 
where the customer-ownership plan of stock supervision is_ 
practiced or is likely to be instituted. Some who are the best - 
informed in this particular matter have urged that all state 
public utility commissions should be given far-reaching au- 
thority or supervision over all important aspects of public 
utility enterprises, including the capitalization and general 
financing of privately-owned public utility concerns. Careful 
supervision extending to every state of the Union has been 
urgéd on the ground that, if a few unsound issues of public 
utility stocks had wide distribution locally, this would do con- 
siderable damage to the general movement toward customer 
ownership. So far as we are aware, defaults of dividends on 
stock sold by public utilities on the so-called customer-owner- 
ship plan have been conspicuous by their absence. At any 
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rate this was the record, we are informed, until very recently, 
and we have not heard of the good record yet being broken. 
Customer-Ownership Plan Taps Important Source of 
Capital or a time the customer-ownership plan did not re- 
ceive the backing of many well-known men in the public utility 
field; but in due course it came to be recognized as a well- 
accepted departure in the field of public utility finance, until 
at the present time many far-sighted financiers are stout sup- 
porters of the plan and have come, therefore, to look upon 
the rank and file of the American people as an important and 
steady source of supply of corporate capital. Inasmuch as 
progressive public utilities are faced with the necessity of 
much new financing, the tapping of this new reservoir or 
supply of capital by the customer-ownership plan of stock dis- 
tribution is looked upon by many with much gratification. This 
supply, as readily can be seen, consists of the tremendously 
large amount of meney in the aggregate representing the sav- 
ings of those who hitherto were “financially obscure” and 
who contributed little or nothing toward the financing of 
American legitimate business. It is impossible to overestimate 
the far-reaching effect upon our national economic life of the 
bringing to the support of industry and trade of the whole or 
a part of the small savings of employees, the smaller customers, 
and others. The annual loss in years past to the American 
nation through the sale of highly speculative or fraudulent 
stocks is a tremendously large sum, estimated by some to be 
somewhere between half a billion and a billion dollars. It 
probably is true that this annual drain on the public’s savings 
is somewhat decreasing. To a very large degree, this loss 
has fallen upon the poorer people in society, that is, upon 
those who are “financially obscure’ and who can ill-afford to 
suffer the loss. It is quite within the realm of possibility that 
the customer-ownership movement among public utilities and 
other types of business enterprises as well may be helpful in 
turning thousands upon thousands of Americans of relatively 
small means away from fraudulent stocks to high-grade secur- 
ities of local enterprises, thus helping to put a check upon the 
annual substantial receipts of unscrupulous stock salesmen. 


Chapter XXV 


RAISING CAPITAL FROM OLD STOCKHOLDERS. BY 
THE PRIVILEGED SUBSCRIPTION 


Introduction.—Somewhat similar in principle to the raising 
of capital by an established company from its own customers 
and employees, is the plan of raising capital on the part of a 
high-grade company by selling more stock to its old stock- 
holders. The latter plan of disposing of stock is brought to 
the attention of the stockholders by the company announcing 
either a “privileged subscription,” or the issue of “rights.” 
When a corporation issues rights, the real significance of the 
action is that the stockholders of record are accorded the privi- 
lege of subscribing to a forthcoming issue of stock. Ordi- 
narily this is regarded as a real privilege, and the knowledge of 
it is received with enthusiasm. The offering of the new stock 
to the old stockholders usually is at a price substantially less 
than the market value of the old shares. 

Rights Evidenced by Warrants or Certificates——Rights 
are commonly issued by corporations nowadays, but there are 
many who harbor erroneous ideas regarding rights; conse- 
quently it is well to give the subject at least brief consideration 
here. It is a common practice for a corporation that has de- 
cided to undertake to increase its capital through an offering 
of more stock to the old stockholders, in accordance with a 
definite systematic plan, to issue to each stockholder a so-called 
warrant or certificate, a document which evidences the issuance 
of rights and which virtually embodies the terms of the sub- 
scription privilege. Usually such warrants are negotiable, al- 
though exceptions have been reported. It is through the utili- 
zation of this warrant that a stockholder avails himself of the 
subscription privilege or right in connection with the particular 
stock issue in question. Many subscription rights call for 
the issuance of new stock at par, but there are numerous 
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instances where the subscription price is above par. The main 
point to note in this matter is that, except in unusual and 
special cases, the new stock could not be sold to old stock- 
holders at less than par without involving the purchasers in 
extraordinary liability as to its ownership, both with respect to 
the corporation and its creditors, to the amount on each share 
of the difference between what actually was paid for it and 
its par value. 

The Privileged Subscription Plan Available Only to Well- 
established Corporations.—An important thing to note in con- 
nection with the raising of fresh capital by a corporation either 
under the customer-ownership plan or the privileged subscrip- 
tion plan, is that neither can be resorted to successfully unless 
the corporation in question is a well-established, going con- 
cern. This statement needs but little explanation, although it 
involves a very fundamental point. If a telephone company 
were giving poor service and if it seemed to be in financial 
straits, the local customers (or subscribers) could scarcely be 
induced to buy stock in the enterprise under a customer-owner- 
ship plan. Also, an employee of the same company, who often 
heard criticism of the service rendered by the company and 
of its financial condition, would scarcely be enthusiastic about 
putting his hard-earned savings into a share or two of stock 
in the telephone company. If, however, the company was held 
in high regard both by its customers and its employees, and 
if it had a good reputation for honesty and financial stability, 
it is only reasonable to believe that both the customers and the 
employees might easily be persuaded to become joint owners 
in the enterprise. 

Similarly, a corporation that has failed to establish itself as 
a profitable going concern and which never has paid any divi- 
dends to its stockholders, would probably find it very difficult 
to dispose of more stock to the same group of stockholders, no 
matter how great might be the inducement that was held out 
to them. In any event, it would be idle for a corporation to 
undertake to raise more capital from its stockholders, unless 
it were a fairly well-established company and one which was 
well regarded by the rank and file of those who were its 
owners. If, however, the stockholders have received satis- 
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factory dividends for a number of years and if the corporation 
otherwise is in good repute not only among its stockholders 
but also among the general public, the chances are that an 
effort on the part of the company to sell more stock to its 
stockholders will be a success. 

Before proceeding to discuss certain details of the privi- 
leged subscription as a means of obtaining fresh capital, a few 
words regarding the possible available methods for securing 
necessary capital will be said. If the corporation is a new 
one, those who are promoting it or who are interested in its 
promotion must either provide the capital themselves or get it 
elsewhere as a necessary part of the work of promotion. When, 
however, the management of an established concern is con- 
vinced that new capital can be used advantageously in the 
business, it often is a question as to what is the best source 
of the needed funds. It may be. that there is available the 
possibility of securing the capital either directly from the cor- 
poration itself, that is, from those who own it, or of seeking 
the cooperation of financiers or financial institutions of that 
particular type whose business it is, in part at least, to help 
corporations procure needed capital. 

Have Old Stockholders the Right to Subscribe to Treas- 
ury Stock?—Perhaps a company that is desirous of securing 
new capital has in its possession some treasury stock. This, as 
already described (page 174), is stock which at some previous 
time has been regularly issued, presumably for property or 
services, and which has been turned back to the corporation by 
its original holder, in all likelihood as a gift. The motives 
prompting such action already have been considered and need 
not be repeated here. 

When the directors of a corporation which needs new capital 
have a considerable amount of treasury stock at their com- 
mand which they expect soon to sell, they usually are not 
required to give their present body of stockholders the first 
chance to acquire such stock before it is offered to outsiders. 
In other words, old stockholders, as a rule, are not looked upon 
as having any special rights to subscribe to treasury stock over 
other people who are not stockholders in the particular corpora- 
tion in question. The directors can go ahead and sell the treas- 
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ury stock to bankers or to the general public if they so desire, 
and below par if necessary for, presumably, the stock has once 
been issued and paid for in full and thereafter can be sold 
below par, if desired, without the second or later buyer assum- 
ing any extraordinary liability. By this we mean that the 
second or later buyer of such stock, even though he gets it at 
a fraction of its par value, cannot be held liable to pay to any- 
one later, for each share of stock, the difference between what 
it cost him and the par value of the share. It should be added, 
of course, that in selling this treasury stock the directors must 
realize what would be adjudged a fair price so as not by its 
sale to jeopardize in any way the rights of those who already 
constitute the body of stockholders. 

Authorized and Unissued Stock Under the Privileged 
Subscription Plan.—Many corporations at their inception are 
authorized by their charters to issue ultimately more stock 
than they expect to market at once. For example, a corpora- 
tion may be authorized by its charter to issue stock of the par 
value of $100, let us say, to the total amount of $10,000,000 
in all, a grand total of 100,000 shares; but it is understood 
that it will sell at the start only one-half of its stock, or 50,000 
shares. In this case, the company may issue later $5,000,000 
more stock without an amendment of the charter. Such stock, 
which was provided for in the charter but which was not issued 
at the beginning, is properly called authorized and unissued 
stock. 

Should the management of this corporation decide later to 
sell the balance of the authorized and unissued stock, it is fair 
to say that, as a rule, if the common law pertaining to such 
matters prevailed, such corporation would have to give its old 
stockholders the chance to subscribe to the stock which is about 
to be issued before such stock could be offered either to bankers 
or to the general public. Some jurisdictions not only hold to 
this principle but go even further by specifically requiring that 
the old subscribers must be offered the right to subscribe to the 
unissued stock that is now about to be issued up to the propor- 
tional amount of their respective holdings. For example, in 
the particular hypothetical case instanced above, where the 
charter authorized the ultimate issuance of $10,000,000 of 
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stock but where only $5,000,000 of it was sold when the 
corporation was started, if A held 1,000 shares of stock in 
the corporation, and if it were understood that all of the rest 
of the authorized stock was now to be disposed of under a 
subscription privilege plan, he would be entitled to subscribe to 
1,000 
50,000 
In connection with the matter just considered, it should be 
stated that there is some confusion regarding the actual right 
of an old stockholder to subscribe to more stock under condi- 
tions such as we have instanced. Although the general situa- 
tion is about as outlined above, it is only right to say that it 
seems quite possible that the statutes of a state under which 
a corporation has received its charter may have modified the 
general rule as here set forth, and required, particularly as to 
stock that is put out subsequent to the passing of the statute, 
that such stock be governed by the statute law rather than by 
the common law whose general determining principle was cited 
above. 
Stockholders’ Rights When Capital Stock Is Increased.— 
We have discussed in the foregoing the rights of stockholders 
to subscribe to a new stock issue, both in the case of a sale of 
treasury stock and of authorized and unissued stock as well. 
Sometimes a corporation finds that in order to offer more stock 
to its stockholders, it has to get its charter amended, inasmuch 
as it has at its disposal neither treasury stock nor further 
authorized and unissued shares. Statutes with respect to busi- 
ness corporations are found in many of the states with regard 
to the matter of increasing the amount of the corporation’s 
capital. In general, it is a relatively easy matter for a corpora- 
tion to comply with the law in going through the necessary 
procedure for an increase of its capital stock. Assuming that 
such increase has been authorized and that the corporation that 
is soon to offer this stock for sale has a surplus, it would 
seem to be in accordance both with sound principle and recog- 
nized practice for the old stockholders of such a corporation 
to be offered privileged subscription rights with regard to the 
new stock issue, in accordance with their respective propor- 
tionate holdings in the stock which already has been issued. 


I F 
ths or oth of the new issue. 
) 


RAISING CAPITAL FROM OLD STOCKHOLDERS — 359 


In other words, it would seem to be in accordance with good 
business procedure for a stockholder in a corporation whose 
stock is actually being increased by means of an amendment of 
its charter, to be granted the right to buy his proportionate 
amount of the new issue of stock before it is offered to 
outsiders. 

In connection with the various legal aspects of stockholders’ 
rights, it may be well to say in passing that it might be possible 
for those who draw up the certificate of incorporation of a 
prospective corporation to insert a clause under which the 
original stockholders and their successors would waive any 
subsequent right to subscribe to future issues of stock of the 
corporation.* 

Varying Interpretations of “Rights” on Different Ex- 
changes.—A privileged subscription or right, as used in this 
discussion, is evidenced by a warrant or document which is 
issued to each of thé old stockholders. This certificate is not 
unlike an ordinary stock certificate, and can be sold, or held 
for further use, as desired. As suggested in the foregoing, 
under a subscription privilege as evidenced by the document 
we have just been considering, it is customary for the old sub- 
scriber to be permitted to subscribe to an amount of the new 
stock on the basis of his proportionate holdings of the old. 

For the purpose of illustrating the technical meaning of a 
right, let us assume that a certain corporation has 10,000 shares 
of common stock outstanding and that it has undertaken to 
raise more capital under the privileged subscription plan by 
offering 5,000 shares of authorized but unissued stock to its 
old stockholders. It should be explained, perhaps, that the 
old stock is quoted in the market considerably above par, and 
that the old stockholders may buy the new stock at a figure 
substantially below the market price. It may be a part of the 
announcement that the offer is available to stockholders of 
record, say, as of July 1st, and that by August Ist the subscrip- 


1The best straightforward discussion of the legal aspects of stockholders’ 
rights which has come to our attention and which is quite understandable to 
the intelligent layman is found in GeRSTENBERG’s Financial Organization and 
Management, pp. 308-309, to which the reader is referred for further 
information. 
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tions to the new stock are payable. The distribution is to be 
effected under an easily understandable arrangement whereby 
each old stockholder may receive one new share of stock for 
every two which he now holds; or, expressing the same thing 
in slightly different words, whereby each old stockholder may 
receive one-half a share of the new stock for each share of 
the old which he possesses. This privilege accorded to the old 
stockholder of subscribing to the new stock is what is popu- 
larly designated the stockholder’s rights with respect to becom- 
ing a future owner of some of the forthcoming stock; that 
is to say, he has certain rights with respect to forthcoming 
stock which are known as subscription rights, and which do not 
accrue to others who are not stockholders of record in the 
corporation in question. 

Unfortunately, the term “right” or “rights’’ attaching to 
stock is variously interpreted in different stock exchanges 
throughout the country. In the case instanced in the preceding 
paragraph, the right pertaining to each share of old stock gives 
its owner the privilege of subscribing to one-half of a share of 
new stock. A person who owned two shares on July Ist could 
subscribe to one new share, and under the privileged subscrip- 
tion plan as outlined above would find himself possessed of two 
rights. At any rate this conception of the term right (or 
rights) is in accordance with the New York method of interpre- 
tation, because in matters pertaining to what is a right on the 
New York Stock Exchange, the fundamental idea seems to be 
that a right is the power attending each old share to command 
new stock. In certain other parts of the country, the interpre- 
tation is somewhat different. In Philadelphia, a right is under- 
stood to mean that which empowers a stockholder to subscribe 
to one new share of stock. In the case under review, which was © 
used to illustrate the New York conception of the term right, it 
would take two New York rights to equal a Philadelphia right. 

The reader should not conclude from this single example 
that the value of a Philadelphia right is always twice that of a 
New York right, for this is not the case. If a corporation 
had outstanding 80,000 shares of stock and decided to increase 
this to 100,000 shares under a privileged subscription plan, 
in the normal course of events a stockholder would be entitled 
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to subscribe to one new share for each four old shares that he 
held. In this case, four New York rights would equal one 
Philadelphia right. Again, if a corporation’s stock is being 
increased by three-fifths, a Philadelphia right would be worth 
I 2/3 (5/3) times that of a New York right. We may gen- 
eralize in the matter by calling to the attention of the reader 
the principle that a Philadelphia right, in any particular case, 
equals in value the value of a New York right multiplied by the 
whole number or fraction obtained by dividing one by the 
fractional rate of increase in the stock accomplished by the new 
issue. Accordingly, if a corporation’s stock is being increased 
one-half by the new issue, a Philadelphia right will be worth 
twice that of a New York right; if it is being increased one- 
third, the Philadelphia right will be worth three times the 
New York right, and soon. | 

In Boston the term right signifies the privilege, usually a 
fractional privilege, that accrues to each old share of stock. 
The technical meaning attached to the term in this jurisdiction 
or that is of no great significance except in connection with 
contracts for the purchase and sale of rights, and in the proper 
interpretation of their quotations on the different exchanges 
of the country. 

Different Things Shareholder May Do With Rights.—The 
stockholders to whom are issued the certificates or warrants 
embodying the terms of the subscription privilege usually find 
themselves in possession of negotiable warrants. The corpora- 
tion issuing such warrants generally provides, as already men- 
tioned, that the right to subscribe to the new issue of stock 
must be exercised within a certain specified time. The thing 
to be expected, perhaps, when rights are issued, is that any 
particular stockholder will exercise (or take up) his rights 
under the plan governing the privileged subscription. This, of 
course, very often is not done and cannot always be done, even 
though the stockholder should desire to acquire the new stock, 
for he may not have the necessary money available at the 
time and he may not wish to resort to borrowing for this par- 
ticular purpose. Sometimes it would take a considerable sum 
of money for a stockholder personally to exercise his right to 
subscribe to a forthcoming stock issue. If he owns 50 shares 
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of stock in the corporation that has issued the rights under 
a plan whereby the amount of issued stock is to be doubled, 
the new issue being available to the stockholders of record at 
$150 a share, it would take $7,500 in cash for the exercise of 
the right. There are many stockholders who cannot. raise 
such a sum of money as this upon relatively short notice. 
If, however, a stockholder has the money available and if he 
is attracted by the offer as set forth in the privileged subscrip- 
tion plan, he may exercise his subscription right personally 
and soon come into possession of the new shares of stock. 

In the event that, for any reason, a stockholder does not 
exercise his rights, these ordinarily may be sold to another 
party, providing, of course, a purchaser can be found. Very 
often rights are listed on the exchanges of the country and 
are traded in as are shares of stock. It is a matter of rather 
common observation that rights are seldom quoted at a figure 
as high as that which represents their expected value. In 
other words, the original seller of rights is likely to receive 
for them a sum which is less than the value he attributes to 
them, Probably the best explanation for this is the fact 
that in many instances a considerable body of stockholders will 
decide to sell their rights rather than to acquire the stock 
themselves. This fact, taken in conjunction with another 
which is likely to be true, namely, that a relatively small num- 
ber of people will wish to buy the rights, tends to make them 
sell at a price somewhat disadvantageous to the seller. 

It is because rights are in demand by persons who are not 
stockholders in the corporation in question that they have a 
value and command a price in the markets. It may be well 
to add here that rights represent a particularly good instance 
of something which on purely theoretical grounds should be 
valueless but which, as a matter of fact, in practice commands 
usually a substantial market value. Our reasons for stating 
that rights have no theoretical value will be demonstrated later 
(page 364). Sometimes rights have a market value between 
the time when they have been announced and within a few 
weeks of the time when they must be exercised, but for some 
very good reason they later either decline in value or are not 
traded in at all. This can easily be explained. If rights have 


RAISING CAPITAL FROM OLD STOCKHOLDERS 363 


been issued, and have been traded in, and if in the meantime 
the old stock starts to drop substantially in the market before 
the rights have been exercised, their market value will not only 
cate a decline but may entirely disappear. 

A third possible method of utilizing rights is for the stock- 
holder to keep the warrants and ae a “short” sale in the 
market of the number of shares of stock that he later will 
obtain through’ the exercise of his rights. Ultimately he will 
secure the stock by exercising his rights and deliver it to the 
party to whom he sold it “short.” By exercising this third 
option the stockholder makes what to him seems a profit with- 
out increasing his own holdings of stock in the issuing 
corporation. 

The Theoretical Value of a Right.—As already inferred, 
stockholders usually are greatly pleased to know their corpora- 
tion is soon to issue rights. This is because a stockholder ordi- 
narily can utilize his rights to his advantage—a situation 
in conformity with what was said regarding the actual value 
of rights. It would seem, however, that on purely theoretical 
grounds the value of rights is greatly exaggerated; as a matter 
of fact, they are of no theoretical value whatsoever. This 
statement has previously been made in this chapter and its 
truth must now be demonstrated. Let us assume that a cor- 
poration having 10,000 shares of common stock outstanding 
decides to offer 5,000 more such shares to its old stockholders 
under a plan whereby each stockholder may subscribe to one 
new share for every two shares of old stock which he pos- 
sesses. The market value of each old share at the time of 
the offering is $240, and the old subscribers may take up the 
new stock at the rate of $150 per share. Assuming that a 
certain stockholder owns 10 shares of old stock, would he lose 
or gain by exercising his right, considering the question on 
theoretical grounds alone? Some persons uninformed in these 
matters might conclude at once that the shareholder in ques- 
tion would make $90 per share by acquiring the new stock, that 
is to say, $450 in all by exercising his right. The fact is, how- 
ever, that no such gain is possible, inasmuch as, on theoretical 
grounds at least, the old stock will ultimately decline because 
of the issuance of the new stock to a point which will just 
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about offset any apparent profit for the stockholder that has 
been made by purchasing the new shares. Let us see how this 
actually works out: Before the rights are exercised there are 
in existence 10,000 shares of stock at a market value of $240 
per share. Its total market value, therefore, is $2,400,000. 
The 5,000 shares of new stock bring into the treasury of the 
corporation, at $150 per share, $750,000. This means that 
the total value of the 15,000 shares is $2,400,000 + $750,000 
= $3,150,000. Dividing this amount by 15,000, the total 
number of shares, we get $210 as the value of each share after 
the rights have been exercised, regardless as to whether it is 
old or new. Now the stockholder. in question has altogether 
fifteen shares of stock: 


10 shares at $240 each = $2,400 
5 shares at $150 each == 750 
total = S371 50 


Dividing this amount by 15, the number of shares that he 
holds, we get a value of $210 a share. 


On the 10 old shares the loss = ($240 — $210) K 10 = $300 
On the 5 new shares the gain = ($210 — $150) X 5 = $300 


From the above it is apparent that on theoretical grounds the 
stockholder in question neither loses nor gains by exercising 
his right. 

Figuring the Mathematical Value of a Stock Right.—The 
reader may wish to have available a formula for determining 
the mathematical value of a stock right. Practically all writers 
on this subject submit a formula that may be used, so with 
acknowledgment to our predecessors who have discussed this 
subject, a formula may be given. Let R stand for the number 
of shares of old stock necessary to carry a single right, and 
let it be assumed that M is the present market value of the 
outstanding stock, also that the price at which the new stock 
is to be given to the stockholders of record is S; then if V is 
taken to indicate the theoretical value of a right, the formula 


M—S 
would be V ne Denney ; 
consideration in the last paragraph, the value of the right by 


In the case we had before us for 
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this formula would be, V RSS — $30. This would 
be the value of the right under the New York method of 
interpretation, whereas under the Philadelphia method it would 
be $60. 

In the hypothetical case which we recently had under review 
for the purpose of illustrating rights, let us suppose that a man 
instead of exércising his rights should sell them at a price 
determined by the mathematical market value. Would he, on 
theoretical grounds alone, lose or gain by the transaction? 
Let us see how this would be. In New York the right is 
worth $30 and he has 10 New York rights in all, so they 
would yield him $30 K 10 == $300. His loss, however, on 
eacn old share of stock would be $240— $210 = $30 per 
share. But he has to shares, so that his total loss would 
be $300. Therefore, on theoretical grounds, he would neither 
lose nor gain by selling his rights. 

Rights in Practice—After new stock is issued under a 
privileged subscription plan, it is only natural to expect that 
the old stock will decline in value. This is not only what is 
expected but what normally takes place. It is quite possible, 
however, and it often is the case, that the stock will not be 
depressed in price, following a new issue in accordance with a 
privileged subscription plan, to the point which, on theoretical 
grounds, it should reach. Herein lies one of the important 
reasons why rights actually have a value in practice and why 
the stockholder stands to gain in many cases by exercising his 
right to subscribe to the new stock. 

Some of the reasons why the stock of the corporation which 
has issued more shares on a privileged subscription plan does 
not always decline to the point which, theoretically, it should 
reach will now be considered. In the first place, the very 
fact that the corporation has issued rights to its stockholders 
is likely to be interpreted by many of those persons who help 
determine price in the market as a sign of strength on the 
part of the issuing corporation. It is probably true that the 
concern is about to undertake some new development with the 
money that comes in from the sale of the new stock, and this 
developmental activity is likely to be interpreted by many as a 


366 THE FINANCING OF BUSINESS ENTERPRISES 


sign of prosperity and progress. Hence buyers compete with 
each other to acquire the stock in the market, and the price 
actually holds higher than it would hold if the price were 
determined entirely by colorless theoretical considerations. 
Again, it might well be that, at the time when the rights 
were being acted upon in one way or another by the old stock- 
holders, the general movement in the securities’ market was 
on the upward swing. This would be a fortunate general 
market situation for the old stockholders and for the corpora- 
tion itself to find themselves in. The general tendency for 
prices to move upward in the market at this time would exer- 
cise a considerable influence in keeping the actual market price 
of the stock in question above the price at which, on theo- 
retical grounds, it might be expected to settle as a result of 
the new issue. Finally, the power of a favorable press and 
of a favorable public opinion (assuming that they both exist) 
is considerable in maintaining the market price of a security. 
It is probably not too much to say that the chances are great 
that both the press and the public would place a favorable 
interpretation upon most privileged subscriptions; that is to 
say, there is a strong probability that they would interpret the 
issue of rights, in a considerable proportion of cases, as an 
omen of present and future strength on the part of the issuing 
corporation. If it should be announced in the press that it is 
rumored that the company which has issued rights is expected 
to maintain its old rate of dividend on the larger volume of 
outstanding stock, many persons are likely to place orders to 
purchase this stock, and this will tend to keep up its price 
beyond its theoretical value. For these and other reasons that 
might be suggested, rights, as a rule, are regarded highly by 
those to whom they are originally issued, and they are in 
demand by outsiders. Consequently they command, in most 
cases, a substantial monetary value, the market value in any 
particular case depending upon a combination of circumstances. 
Accordingly, instead of the public or the stockholders or any- 
one else for that matter, paying much, if any, attention to the 
theoretical value of rights, this altogether gloomy aspect of 
them is likely soon to be forgotten. Imbued with optimism 
rather than pessimism, stockholders are likely to forget the 
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theory of rights, if they happen to know anything about this 
aspect, and take them up or dispose of them in full belief— 
a belief shared by a large part of the security-buying public— 
that they are valuable property rights, which, of course, in 
many cases they prove themselves to be. 


Chapter XXVI 


PROTECTING THE PUBLIC FROM HIGHLY SPECULA- 
TIVE AND FRAUDULENT SECURITIES 


Field for Public Protection.—In order that there may be 
no misunderstanding, it may be well to state at the outset that, 
in the work of undertaking to protect the public against un- 
wise investments, some limitations should be imposed, it would 
seem, upon the field of operation. As we view the matter, no 
protective device, governmental or private, should contemplate 
the making of a drive against anyone buying any particular 
investment stock or bond about which reliable information 
from creditable sources can easily be obtained. Nor is there 
any idea at present, so far as we are aware, of undertaking 
to guide the activities of either the small or the large investor, 
if he is interested in speculating in listed securities on any of 
the stock exchanges of the country. In the work of protect- 
ing the public against unwise investment, concern is had only 
with those issues of securities (mainly stocks) which are 
either extremely speculative in character or of a downright 
fraudulent nature. 

Attention already has been drawn to the fact that the annual 
loss to the American people for unwise investment in highly 
speculative and fraudulent securities is, according to the best 
expert estimates, somewhere between half a billion and a bil- 
lion dollars. It is very largely for the purpose of putting an 
end to this tremendous amount of unwise “investment” that 
the work of public protection in investment matters is directed. 
Not only is there a great loss, mainly to the small investors 
of the country, because of this unwise investment, but a tre- 
mendous amount of capital is thus diverted from legitimate 
industrial and commercial expansion. 

Our Annual Crop of New Corporation Charters.—The 
number of new corporations chartered in this country each 
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year is almost beyond comprehension. Nor is the crop de- 
creasing; on the contrary, the annual birth of new corpora- 
tions is steadily accelerating. One of the outstanding causes 
of this is that corporations in the United States are chartered 
by nearly fifty different sovereign states. In most countries, 
on the contrary, corporate charters are granted by only one 
government. In some of the smallest states of the United 
States there are chartered in a single year more new corpora- 
tions than are chartered during the same period in some of the 
most important European industrial countries. It is difficult 
to state exactly how many new corporations are born in the 
United States in a single year, inasmuch as some of the states 
do not keep very accurate records in this matter; probably a 
conservative estimate would be 100,000 in an average year. 
All of the business corporations that are chartered by each 
and every one of our sovereign states issue securities. It is 
the exception rather than the rule when such securities are not 
unloaded onto the public. It is probably fair to say that not 
more than four or five per cent of the corporations that are 
chartered each year have a real substantial basis at their incep- 
tion. Furthermore, it is probably safe to say that an over- 
whelmingly large majority of the corporate charters are 
utilized for purposes which are both inimical to the public 
welfare and against the best interests of the people who buy 
their shares. Of course, many of the corporations that are 
chartered each year have an entirely legitimate basis for their 
establishment and are necessary to meet the general needs of 
the country in economic expansion and consolidation. But for 
every new corporation of this character there is a goodly num- 
ber of other corporations chartered whose securities are either 
so highly speculative or downright fraudulent in character that 
they are not worthy of the financial support of security-buyers. 
The Ease With Which Worthless Securities Are Un- 
loaded on the Public.—Much was said in the foregoing chap- 
tér about the methods that are used for unloading highly 
speculative and fraudulent securities upon the public. Those 
who have this work in hand are as well or better organized 
for their drive against the American purse than are those who 
manage a drive, let us say, for a community chest. Most of 
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us are aware of the excellent organization of the latter. The 
drives for unloading doubtful securities are put across with- 
out the support of the better interests in the community, and 
without publicity. In general, the work is carried on silently, 
and little or nothing is brought to light except in isolated in- 
stances. Many of us can remember how well organized was 
the drive for selling the world’s premier security—United 
States Government Bonds—during the Great War. Behind 
this drive was the power of the United States Government, 
the investment and commercial banking organizations, the 
press, the churches, patriotism, sentiment, and everything else 
that the better interests of the country represented. It took the 
combined efforts of all these agencies and interests to make 
a grand success of the flotation of the various Liberty Loans. 
To sell the world’s poorest securities—highly speculative and 
fraudulent stocks—seems to be a much less difficult matter. 

Using the Mails for Illegitimate Purposes.—QOur federal 
government through the post office department has done a great 
deal in the way of protecting the public against stock-jobbers. 
Many questionable security-selling projects have involved the 
use of the mails. It was discovered by somebody that the 
federal government could go a long way toward the preven- 
tion of the working of fraud upon the public by the use of 
the mails. To this end, Congress passed a law in 1909 making 
it a criminal offense for anyone to devise or intend to devise 
a plan to defraud or to obtain money or property by fraudulent 
pretenses. It also was made a crime to place or cause to be 
placed a letter or other mail matter in any post office of the 
United States for the purpose of helping to carry out any false 
or fraudulent schemes. In order to make this law effective, a 
considerable body of postal inspectors was created; the country 
was divided into districts at the head of each of which was a 
deputy chief inspector who had a corps of regular inspectors 
under his supervision. Under the law of 1909, when an in- 
vestor claims that some salesman or organization has worked 
a fraud on him through the use of the mails, the accuser 
must furnish damaging evidence against the accused. If it 
appears upon preliminary investigation that the investor has 
been defrauded, the evidence is handed over to the United 
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States District Attorney, and the operations of the stock- 
jobber are halted through the issuance of what is known as 
a “fraud order.” A “fraud order” is designed to keep the 
accused from receiving mail during the time that the order 
is in operation. It will be seen that, even before a conviction 
is secured against the offender, the public is prevented from 
actually getting its money into the stock-jobber’s hands. A 
very effective check upon the operations of unscrupulous stock 
salesmen thus has been afforded by the operation of the Act 
of 1909, but this alone was considered insufficient in most of 
the states to give the public all the protection that was needed 
against the wiles of unscrupulous stock salesmen. 

State Governments Begin to Take Action.—The work of 
the federal government in passing and making effective the 
Act of 1909 with respect to the use of the mails for fraudulent 
purposes was a step in the right direction. But, as already 
intimated, this law. needed to be supplemented by others in 
order to combat the activities of stock-jobbers and others in 
defrauding the American public in investment matters. The 
various state governments soon came to the rescue. The good 
work was initiated by the State of Kansas in passing a law 
in IQII to prevent unfairness or fraud in the sale of certain 
types of securities. Within a few years, practically every state 
legislature in the United States had passed a law or laws de- 
signed to put a stop, if possible, to the sale of securities in 
highly speculative or fraudulent enterprises. No attempt was 
made in these early laws, with respect to unwise investments, 
to prohibit or check the formation of corporations of a doubt- 
ful character. On the contrary, the securities laws had to do 
very largely with the supervision of dealers in certain classes 
of securities and in controlling, largely through executive 
action, the licensing of dealers in such securities. 

Blue Sky Laws.—The legislation we have just mentioned as 
being initiated by Kansas in 1911, and as virtually covering 
the whole country within the next few years, is popularly 
called “blue sky” legislation. More will be said later with 
respect to specific blue sky laws, their general character, and 
the ways in which they have failed to give adequate public 
protection in matters of investments. In the meantime, a few 
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words will be said with respect to the use of the designation 
“blue sky” as applied to securities laws. There have been 
and probably still are certain persons in this country identified 
with the promotion of exceedingly visionary or fraudulent 
undertakings. In other words, their promotions have been con- 
spicuous for the absence of really tangible values behind their 
enterprises. There would be about as much chance for 
monetary gain in buying shares in their visionary or fraudulent 
enterprises as in buying shares in a venture whose basis for 
development was a block of blue sky itself. Everybody knows 
that blue sky is something that cannot be marketed and that 
it does not afford a sound basis for the formation of a busi- 
ness corporation whose “securities” are to be unloaded onto 
the public. The so-called blue sky laws were designed to 
prevent the sale of securities issued against intangible ventures 
such as those referred to above, and to prevent the operations 
of promoters and security salesmen in creating and selling 
shares in ventures that existed either solely in name or without 
any important tangible background whatsoever. 

Summary of the Kansas Law of 1911.—As already men- 
tioned, the State of Kansas passed the first “securities” law 
in 1911. This has been subjected to some revision at later 
sessions of the state legislature. In general, the law undertook 
to place a check upon corporate organizations and their agents 
who wished to sell speculative securities within the state. Be- 
fore undertaking their distribution in the State of Kansas, the 
law made it necessary that there should first be filed with the- 
bank commissioner, and approved by him, the following: (1) a 
copy of the securities; (2) a detailed statement of the assets 
and liabilities of the organization making and issuing such 
securities; (3) the name of the fiscal agent, if any, who it is 
proposed shall handle the sale of the securities, and a state- 
ment of the financial standing of such fiscal agent; (4) if 
such securities have behind them a mortgage, a copy of the 
mortgage and a complete appraisal of the property covered 
thereby; (5) a statement of the gross and net earnings, actual 
or estimated, of any organization issuing or guaranteeing such 
securities; (6) a complete statement of all information in the 
hands of the promoter of the enterprise whose securities are 
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offered, relative to the nature or value of such securities or of 
the property or earning power of the company issuing or guar- 
anteeing such securities; (7) a copy of any prospectus or 
other advertising material which is to be used in connection 
with the promotion of the securities; (8) the names and ad- 
dresses of the agents through whom the securities are to be 
sold; (9) the names and addresses of the promotor and his 
associates and of the directors; (10) a statement showing in 
detail the plan on which the business or enterprise is to be 
conducted; (11) a copy of the articles of co-partnership if the 
securities are insured or guaranteed by such a form of busi- 
ness organization; (12) a copy of the charter and by-laws of 
the corporation if the securities are issued or guaranteed by a 
corporation. 

The law also provided that.there should be a filing fee of 
$25.00 for the above documents and statements, and that in 
no event should arly speculative securities be sold or offered 
for sale until a permit was issued therefor. Speculative secur- 
ities under the Kansas law were defined. The term “specula- 
tive enterprise,” as understood in the Kansas Blue Sky Law, 
included “any business undertaking, venture or activity for 
the promotion or furtherance of which speculative securities as 
herein defined are made, issued, sold or offered for sale.” 

The law further required that every foreign corporation, 
before undertaking to sell or offering for sale any speculative 
securities in the State of Kansas, should file its written con- 
sent that actions might be commenced against it in the proper 
courts of any county of the State of Kansas in which a cause 
of action might arise, by the service of process on the Secre- 
tary of State; and by agreeing that such service should be 
taken and held in all courts to be as valid and binding as if 
due service had been made upon the company itself. 

The law also made it the duty of the bank commissioner of 
the State of Kansas to examine, as soon as practicable, the 
statements and documents filed with him under the law and, 
should he deem it advisable, to make an audit and investiga- 
tion of the affairs of any organization or company that had 
filed such documents. In any specific case, if the bank com- 
missioner finds that the company is solvent and that its propo- 


374 THE FINANCING OF BUSINESS ENTERPRISES 


sitions seem to foreshadow the carrying on of sound business, 
and if he believes that the securities offered for sale by the 
company are likely to yield a fair return on the investment, it 
is his duty to issue a statement to the effect that the company 
in question has complied with the provisions of the Kansas 
law and should be empowered to carry on business within the 
State of Kansas. It goes almost without saying that without 
the approval from the bank commissioner it would be unlaw- 
ful for the securities of a proposed company to be offered for 
sale within the boundaries of the state. 

Exemptions Under the Kansas Law.—In every state of the 
United States securities are continually being offered for sale 
which are of such high grade that they cannot reasonably be 
placed under the provisions of any blue sky or investment com- 
pany law. The framers of the Kansas Blue Sky Law recog- 
nized this principle and made the following exemptions: 

1. Securities of the United States, or of any foreign gov- 
ernment, or of any state or territory, or of any county, city, 
township, district, or other public taxation subdivision of any 
state or territory of the United States or any foreign gov- 
ernment ; 

2. Securities of public or quasi-public corporations, the 
issues of which are regulated by the public utility commission 
of the State of Kansas, or by the public service commission 
or board of similar authority of any state or territory of the 
United States, or securities senior thereto; 

3. Securities of state or national banks or trust companies, 
mortgage companies dealing exclusively in bona fide mortgages 
on farm and city real estate, or building and loan associations 
authorized to do business in the state of Kansas; 

4. Securities of any domestic corporation organized with 
capital stock for religious, charitable or reformatory purposes. 

Blue Sky Laws of Other States.—The other states of the 
Union were not slow in following the lead of Kansas. Within 
the next ten or eleven years, practically every state had adopted 
some form of blue sky law, although, as in the case of Kansas, 
the term “blue sky” was not usually incorporated in the title 
of the law. In general, it may be said that good authorities 
speak of the laws which are popularly denominated: blue sky 
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laws as “Statutes regulating investment companies and the 
sale of corporate stocks and securities’ —or something to this 
effect. The Massachusetts Securities Act of 1921 was en- 
titled, ““An Act’ to control the sale of securities, to register 
persons selling the same, and to prevent the fraudulent promo- 
tion and sale of fraudulent securities.” As has usually been 
the case in this country with respect to legislation by numerous 
states on any particular matter, our various states, until (about) 
1929, made little or no progress toward uniformity in blue sky 
legislation. In recent blue sky acts, however, a tendency toward 
uniformity may be noted. Inasmuch as the legislators are 
in many instances not experts in investment matters, it might 
be expected that the laws which they made with respect to the 
regulation of investments would be everything but ideal, and 
this is the case. Unquestionably, “blue sky” legislation has 
accomplished some good, but probably not as much as would 
have been realized-had the laws been framed by experts. 

Although there are great differences in the various state 
blue sky laws, it has been claimed by some authorities, and 
with good reason, that such laws as are now in operation 
(these include in many cases amendments to the original 
law) are of two main types. The outstanding distinction 
between the types will now be considered. 

Two Outstanding Types of Blue Sky Laws.—tThe first 
type of blue sky law to which attention will be directed is 
that which was exemplified by the first Kansas law, a summary 
of which was given above. In general, this type of law makes 
it imperative that sellers of securities, with the exemption, of 
course, of those offering certain high-grade classes, must be- 
fore beginning operations obtain the approval of some desig- 
nated state official or state commission. Some refer to this 
type of securities law as “the usual type of inspection act 
combined with the familiar licensing features.”* This type 
of blue sky law is much more common than the other one 
soon to be mentioned. Considerable criticism has been directed 

* This is the title of such laws given by the editors of the Corporation 
Manual. 

* The Missouri Securities Act of 1923 is thus referred to in an article by 


Theodore S. Chapman in the May 31, 1923, issue of the Investment Bankers’ 
Association of America Bulletin, p. 139. 
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against it on the ground that it contains a great many checks 
upon the salesmen of securities which are (so far as the better 
class of dealers and securities are concerned) quite “unneces- 
sary.’ More will be said about this point later. 

The second type of blue sky or securities law now found in 
a few states in this country has been aptly described by one 
writer ' as a law which “applies to the sale of securities, the 
principles of the criminal law which apply to fraud in gen- 
eral.”’ One of the fundamental ideas behind this type of 
securities law is that an injunction may be resorted to in order 
to stop at once the operations of suspicious concerns and indi- 
viduals if this is deemed desirable. The Securities Law of 
New York is of this type, and so is that of certain other of the 
eastern seaboard states. This type of securities law does not 
undertake to supervise the getting out of securities and the 
offering of them for sale. Rather, it is concerned more with 
the stopping of the sale of securities which are believed to be 
fraudulent in character. One of the principal criticisms di- 
rected against this type of law is that it is helpless in its efforts 
to protect the public against buying securities that are highly 
speculative, but which are not downright fraudulent. In other 
words, little or no protection is afforded the public under this 
type of law against being “‘taken in” by a salesman, unless it 
can be shown that he actually intended to defraud the buyer 
of his securities. 

Important Provisions of the New York Securities Law.— 
The securities law of any particular state is primarily of © 
interest to those dealers who desire to distribute securities in 
the state in question. We gave in an earlier paragraph of 
this chapter a summary of the Kansas law—a law which is 
rather typical of the first class of blue sky law referred to 
above. It is the type of law that has been passed in the 
majority of the states, in that it calls for the licensing of sales- 
men and an inspection of the securities to be offered. 

We shall now undertake to give a brief summary of the 
provisions of the New York Securities Law—a law typical 
of the second type of securities law, in that it deals primarily 


* NICKERSON, JOHN, Jr., “ ‘Blue Sky’ Laws Faulty,” The Annalist, October 
TeO23: 
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with the application of fraud law in the distribution of secu- 
rities. The Act which we have here in mind has often been 
designated the Martin Fraud Law; it became effective on the 
first day of June, 1925, although it has since been somewhat 
amended. The Attorney-General of the State of New York 
has, under the law, been given very extensive powers with 
respect to the advertising and sale of securities. As already 
intimated, it is a fraud statute. Penalties are provided for 
fraudulent misrepresentations in the disposal of securities. It 
provides that a dealer, before selling or offering to sell secu- 
rities to the public, must publish a notice advertising such sale 
in some paper to be designated by the Governor of the State. 
The publication of such announcement by the manager of an 
underwriting syndicate is interpreted to include the advertise- 
ment for all participants in the syndicate. As is the case with 
the other type of securities law, as illustrated, for example, by 
the law of Kansas, there are certain classes of securities to 
which the Act, so far as the advertisement to sell such securities 
is concerned, does not apply. The following are the exemp- 
tions : + 

(a) Any security issued, or guaranteed by the United States 
or any territory or insular possession thereof, or by the District 
of Columbia, or by ary state or political subdivision or agency 
thereof. 

(b) Any security issued or guaranteed by the Dominion 
of Canada or by any foreign government with which the 
United States is at the time of the sale or offer for sale thereof 
maintaining diplomatic relations, or by any province or politi- 
cal subdivision thereof. 

(c) Any security issued by a national bank or by any 
federal land bank or joint-stock land bank or national farm 
loan association under the provisions of the federal farm loan 
act of July seventeenth, nineteen hundred and sixteen, or by 
any corporation created or acting as an instrumentality of the 
Government of the United States pursuant to authority granted 
by the Congress of the United States. 

(d) Any securities issued or guaranteed by a public service 
or utility corporation, including a railroad corporation, pro- 

+ Taken from Corporation Manual, 1927, pp. 1764-1765. 
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vided such corporation is subject to regulation or supervision 
either as to its rates and charges or as to the issue of its own 
securities by a public commission, board or officer of the Gov- 
ernment of the United States, or of any territory, or insular 
possession thereof, or of any state or municipality or other 
political subdivision thereof, or of the Dominion of Canada, 
or any province thereof; also equipment and trust certificates 
or equipment notes or bonds based on chattel mortgages, leases, 
or agreements for conditional sale of cars, motive power, or 
other rolling stock mortgaged, leased or sold to or furnished 
for the use of or upon such a railroad or other public-service 
utility corporation, or equipment trust certificates, or equip- 
ment notes or bonds where the ownership or title of such 
equipment is pledged or retained in accordance with the pro- 
visions of the laws of the United States, or of any state, terri- 
tory or insular possession thereof, or of the District of Colum- 
bia, or of the Dominion of Canada, or of any province thereof, 
to secure the payment of such equipment trust certificates, 
bonds, or notes. 

(e) Any security issued by a corporation organized exclu- 
sively for educational, benevolent, fraternal, or reformatory 
purposes, and not for pecuniary profit. 

(f) Any capital stock issued by a state bank, trust company 
or saving institution incorporated under the laws of and sub- 
ject to the examination, supervision and control of any state or 
of the United States or of any insular possession thereof. 

(g) Any security which under the laws of this state is a 
legal investment for savings banks or trust funds, and any 
securities which are underwritten or sold by any corporation 
under the supervision of the superintendent of banks of the 
State of New York. 

(h) Any security, other than common stock, outstanding 
for a period of not less than five years, upon which no de- 
fault exists in the payment of principal or interest and upon 
which no such default has occurred for a continuous imme- 
diately preceding period of five years, or in the case of pre- 
ferred stock upon which dividends specified in the certificates 
of such stock have been paid for a continuous immediately 
preceding period of five years. 

\ 
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(i) Negotiable promissory notes, drafts, and commercial 
paper, provided that such issue of notes, drafts and commercial 
paper mature in not more than twelve months from date of 
issue and shall be issued within three months after the date 
of sale. 

(j) Any bond and mortgage sold or offered for sale in an 
undivided whole. 

(k) Securities which on January first, nineteen hundred 
and twenty-five, have been fully listed upon any exchange, 
located in the State of New York, which on said date was 
organized and in operation, and so long thereafter as the same 
shall remain so listed and any securities senior thereto. Secu- 
rities which shall become fully listed upon any such exchange 
subsequent to said January first, nineteen hundred and twenty- 
~ five, shall not be exempted as herein provided unless and until 
such exchange shall cause to be duly published pursuant hereto 
in the state paper as defined herein, under the caption or head 
described in section three hundred and fifty-nine-d of this 
chapter, a notice which shall contain the name of the corpora- 
tion, association, common law trust or similar organization 
issuing the security or securities so listed, the business or post 
office address thereof, the state or country where incorporated 
or organized, the date of such listing, and a brief description 
and the amount of the security so listed. After such publica- 
tion of said notice as aforesaid, securities so listed subsequent 
to January first, nineteen hundred and twenty-five, and any 
securities senior thereto, shall thereupon be exempted here- 
under so long as the same shall remain so listed. 

(1) Securities sold or offered for sale at any judicial, ex- 
ecutor’s, administrator’s, guardian’s, or conservator’s sale, or 
any sale by a receiver or trustee in insolvency or bankruptcy, 
or at a public sale by auction held at an advertised time and 
place. 

(m) Sale by or for the account of a pledgee or mortgagee 
selling or offering for sale or delivery, in the ordinary course 
of business, to liquidate a bona fide debt, a security pledged 
in good faith as security for such debt. 

(n) Negotiable documents of title, foreign currency orders 
and calls or options therefor. 
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This law carries with it important penalties. Broadly con- 
sidered, it makes the principles of the common law which relate 
to fraud in general applicable to the sale of securities in par- 
ticular. It may be said in passing that the New York law 
does not undertake to supervise securities before they are 
offered for sale, so that it imposes practically no obstacle to 
the carrying on of legitimate business in the field of securities. 

Are Blue Sky Laws Unconstitutional?—It was not long 
after the passing of blue sky laws in several of the states 
that their constitutionality was attacked in the district courts. 
The almost unanimous ruling of the lower courts was that 
these laws were unconstitutional. The grounds upon which 
such official opinion was based were, in most cases, that blue 
sky laws place a burden upon interstate commerce, and that 
corporate securities, unlike insurance policies, are articles of © 
interstate commerce. It is a matter of almost common knowl- 
edge that the individual states of the United States cannot 
legally regulate interstate commerce, this being an activity that 
is solely in the hands of the federal government. In a word, 
therefore, the states of the United States, when legislating 
with respect to corporate securities and their distribution within 
the United States, were doing so, it was alleged, with respect 
to something that was beyond their jurisdiction. 

Those who were concerned in having state blue sky laws 
preserved naturally were interested in having an appeal taken 
from the decisions of the lower courts. It is probably fair to 
say that the general consensus of opinion was, however, that, 
the Supreme Court of the United States would affirm the rul- 
ings of the lower courts. It was in 1916 that the Supreme 
Court of the United States concerned itself with a case regard- 
ing the constitutionality of “blue sky” laws in three states, 
namely, Ohio, Michigan and South Dakota. This was sup- 
posed to represent a test case. 

In January, 1917, the Supreme Court handed down its deci- 
sion which was in effect that the court did not conceive it to 
be within its jurisdiction to make a ruling with respect to the 
wisdom of legislation of the character of blue sky laws inas- 
much as twenty-six states already had passed such laws. The 
Supreme Court took the position that its sole duty in connec- 
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tion with the test case brought before it was to render a 
decision as to whether or not the plans in operation for enforc- 
ing such legislation were contrary to the Fourteenth Amend- 
ment. The court pointed out that in spite of the fact that no 
person under this amendment might be deprived of life, liberty 
or property without due process of law, the individual states 
were not exceeding their power when they undertook to regu- 
late the acquisition or disposal of property and its enjoyment. 
The court took pains to point out that in its opinion the blue 
sky statutes upon which it was asked to pass were quite within 
the power of the state, and that even if they imposed a burden 
on honest business, this burden should be borne in the interest 
of combating dishonest business. 

In passing, it might be of interest to some of our readers to 
mention that the so-called “blue sky” law of the State of 
Illinois, passed in 1919, was upheld as being constitutional by 
the Supreme Court of Illinois in a decision rendered in Decem- 
ber, 1921. 

General Criticism of the State Blue Sky Laws.—There has 
been considerable adverse criticism of the so-called blue sky 
laws of the various states. One outstanding writer,’ in 
referring to them, stated that “the well-meaning but in- 
effective efforts of various state legislatures to protect the 
ignorant investor by ‘Blue Sky’ acts have not accomplished all 
that was expected of them.’ Others whose opinions are 
worthy of careful consideration have stated, in substance, that 
the plan of licensing reputable dealers in securities has been 
ineffectual inasmuch as reputable citizens do not need to be 
controlled. It has also been pointed out that a dealer who is 
violating the securities law and who is liable to criminal prose- 
cution, is not likely to be stopped in his evil practices because 
of the passage of a securities law. _ It probably is fair to say 
that the law of many of the states has placed an unreasonable 
burden upon certain high-grade dealers. At the same time it 
has failed to reach many disreputable dealers, at least until 
after their damage has been done. This last criticism has, of 
course, no application with respect to the second type of secu- 


1S TEvENSON, Rozert, Jr. “The Public Needs Investment Information,” 
Investment Bankers’ Association of America Bulletin, Nov. 30, 1921. 
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rities law listed above, although it has been tellingly directed 
against the first type mentioned. The Illinois law (the first 
type) has been characterized by advocates of blue sky legisla- 
tion as a very advanced type of security law. On the other 
hand, those who are qualified to judge in these matters have 
characterized the Illinois law, in effect, as helpless to reach 
many illegitimate transactions, in that it is almost impossible 
to trace out cases of non-compliance with the statutes, and par- 
ticularly of failure to file the necessary papers and otherwise 
to qualify for the sale of the securities before they are offered. 
This is probably a fair criticism of most of the state blue sky 
statutes of the first type. Moreover, it has been claimed, and 
apparently with good reason, that the law places a handicap 
upon high-grade dealers, and that it has been effective in driv- 
ing some business from the State of Illinois to certain eastern 
states whose securities laws are not:regarded as being so difh- 
cult to comply with. Other criticisms of*the non-fraud type 
of law are that the statutes have not been framed by experts 
in the security business; that they afford little or no protection 
against those who operate through the mails; that obstacles 
are opposed to the normal distribution of high-grade securities ; 
that undue delay is encountered in many cases in obtaining 
permits from state officials or commissions; that there is too 
much red tape to comply with; and so on. 

On the other hand, there are many who are stout backers 
of the blue sky laws of both types, particularly on the ground 
that they are undertaking to deal in a serious way with a very 
serious problem, one for which no easy solution is likely to be 
found. Others contend that not enough time has elapsed as yet 
to determine whether or not the laws are ultimately going to 
have the good effect for which they were formed. Our judg- 
ment is that the laws have not been as effective to date as one 
might reasonably expect. No well-informed person can deny 
that there still continues to be the sale of large volumes of 
highly speculative and fraudulent securities. Those who read 
the papers must admit that cases continually are being brought 
to light in almost every part of the country where investors 
are being defrauded by unscrupulous securities salesmen. It 
is quite probable that even more of this evil work would be 
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going on had no state securities laws been passed. Let us hope 
that as time elapses the so-called “blue sky” laws will become 
increasingly effective, and that ultimately they will go a long 
way toward ridding the public of the unscrupulous and fraud- 
ulent securities salesmen, and toward stopping forever the 
tremendous annual drain upon the savings of the American 
public. P 

Federal Support to State Blue Sky Laws.—There are those 
who advocate the passage of a federal securities law. As a 
matter of fact, as early as 1920, there was introduced into 
Congress a national blue sky law popularly called the Denison 
Bill, which is said to have been approved by the appropriate 
committee of the Investment Bankers’ Association of America. 
The fundamental principle behind this national project is to 
put a stop to the issue and sale of fraudulent securities and at 
the same time to give the salesmen of legitimate securities a 
free hand in their work. 

Further, it may be stated that it was not the aim of the 
Denison Bill to take the matter of regulating and controlling 
securities issues out of the hands of the states; rather it con- 
templated codperation between state and national governments 
in the matter of protecting the public against unscrupulous 
salesmen. Moreover, the bill aimed to make it impossible for 
salesmen and others outside of any particular state (Vermont, 
let us say), which has a securities law to make use of the 
mails and other instruments of interstate commerce in dis- 
tributing securities in the state in question (Vermont in the 
case we have instanced) in violation of its (Vermont’s) own 
securities law. 

As originally introduced into Congress, the Denison Bill 
was objectionable to certain interested parties in several impor- 
tant respects. After discussions, conferences, and hearings, 
running over two or three years, the original bill of 1920 was 
altered considerably until it no longer met the objection that it 
would unnecessarily burden legitimate business. 

Among other things, the bill provides that after its passage 
it would be unlawful either to transport non-exempt securities 
for sale or delivery, or to offer to sell securities in interstate 
transactions to which the law would apply, by means of any 
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of the federal communication agencies, without at first comply- 
ing with the law of the state in which such securities origi- 
nated. As we have just intimated, the bill provides for the 
exemption from its provisions of certain classes of securities 
as well as certain types of transactions in the distribution of 
securities. Some of the exempted securities are government 
issues of bonds (including federal, state and municipal issues) ; 
the issues of foreign governments; issues of federal govern- 
mental agencies, such as securities issued by national banks and 
those of the War Finance Corporation; railroad issues that 
had the approval of the Interstate Commerce Commission or 
a state railroad commission; equipment trust certificates issued 
on the Philadelphia plan; public utility securities where the 
utility in question was under the regulation of a state public 
utility commission; the issues of certain non-profit corpora- 
tions; issues listed on outstanding stock exchanges of the 
United States, and all securities senior to those so listed; secu- 
rities issued by state banks, where such issues were subject to 
state supervision; certain security issues of industrial concerns, 
especially those that were well established. 

The bill provides for penalties being imposed for its viola- 
tion; also for the establishment of the necessary machinery for 
its own administration.* 

Control at the Source.—There are some students of the 
general problem under consideration in this chapter who have 
claimed that “‘blue sky’’ legislation to date has undertaken to 
attack, from the wrong angle entirely, the problem of protect- 
ing the public in investment matters. When asked what their 
solution would be, they offer the suggestion that a more effec- 
tive method of protection than any that has been tried would 
be one that would control the issue of doubtful securities at 
their very source. In other words, they submit that there 
should be more adequate or effective governmental control over 
the formation of corporations; getting a charter should not 
be as easy a matter as it is now. Their plan involves the power 
of refusal to grant a charter to a prospective corporation where 
its future is doubtful. In brief, supervision over the creation 


*The Denison Bill is still pending in Congress, being re-introduced at 
each session. 
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of corporations is advocated. Some contend that this alone 
would accomplish all that is desired. Others would add control 
at the source to the control or regulation that already has been 
imposed by the various states in their so-called “blue sky” or 
securities laws. 

It has been claimed, and with good reason, that a plan for 
controlling corporations and their security issues at the source 
cannot be advocated without reserve. Critics urge that such a 
plan might place a very substantial check on the legitimate 
development of industry. There is much in this contention. 
It might well happen that the practical operation of the plan 
to control corporations and their securities at the source would 
deny the coming into existence of certain new prospective enter- 
prises which, though they might, if chartered, pass through a 
long struggling probationary period, eventually would become 
enterprises of the highest character whose securities would be 
in substantial demand by those who buy only issues of the 
highest grade. The possibility of industrial stagnation as the 
final outcome has been pointed out by some who fear a propo- 
sition to control at the source. A long list of important Ameri- 
can enterprises of the present day could be compiled which 
were very speculative and doubtful in the earlier years of their 
development, but which have proved in time to be highly worth 
while, and a great boom to the material advancement of the 
United States. 

Another feature of control at the source should be men- 
tioned. It might necessitate the creation of about fifty different 
state commissions or boards to pass upon the bona fide of ap- 
plications for corporate charters. Perhaps, instead of this 
administrative plan, commissions already in existence or some 
one person in the employ of the state would be empowered to 
make the decisions. This would be a tremendous power to be 
placed in the hands of any one person or a group of persons, 
especially if appointment to such position was mixed up in 
politics. Who is there to pass fairly and justly upon applica- 
tions for corporate charters on the basis of whether or not 
the proposed enterprise is one that should be allowed or 
refused? Any person or commission charged with this impor- 
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tant duty would have to be entirely free from political influence » 
and endowed at the same time with almost superhuman wisdom. 

Uniform State Laws.—The divergence of state laws on al- 
most any matter of nation-wide interest is a matter of common 
comment. There is in existence, however, a body known as 
the Commissioners of Uniform State Laws which already has 
done a great deal in the direction of accomplishing an ideal, 
namely, making state laws uniform on questions of national 
interest. For several years the Commissioners have been work- 
ing on the problem of making uniform the laws with respect 
to business corporations, but as yet little has been accom- 
plished. Attempts have been made at drafting a model busi- 
ness companies law which, it was hoped, might be adopted 
in the various states. Probably, however, it would be extremely 
difficult, if not impossible, to get such a model law passed in 
approximately fifty jurisdictions as a substitute for the busi- 
ness corporations laws of the various states. 

Such model uniform business corporations laws as have been 
proposed have contained some interesting features, a few of 
which, in effect, provided that, before the articles of incorpora- 
tion were filed, fifty per cent of the capital stock to be au- 
thorized in the charter must already be subscribed; that before 
the prospective corporation could commence business, half of 
the capital stock must actually be paid into the treasury of the 
corporation; that such payments for capital stock must be 
either in cash or property, but not in services ; that capital stock 
exchanged for property should be valued by responsible disin- 
terested persons; that officers and directors of corporations 
should shoulder greater responsibility to the stockholders and 
to the public than is usually required of the administration in 
state statutes respecting modern corporation procedure. 

The Work of Better Business Bureaus and Organizations 
with a Similar Aim.—In recent years a great deal of excellent 
work has been done by a number of different organizations 
interested alike in protecting the public from the wiles of un- 
scrupulous securities salesmen. Some of the organizations 
that are or have been interested in this sort of work are the 
Better Business Bureaus, the Fraudulent Advertising Commit- 
tee of the Investment Bankers’ Association of America, cer- 
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tain Savings Banks Associations, State Commissions, Chambers 
of Commerce, and so on. In some cases these various organi- 
zations have worked together in accomplishing a common pur- 
pose. “Before You Invest—Investigate,”’ as voiced by the 
Better Business Bureau, is coming to be a well-known slogan. 
Considerable publicity is given to the activities of these various 
protective organizations, and it is claimed that a great check to 
the work of unscrupulous securities salesmen has been effected, 
due, in part at least, to the codperation of the press in giving 
wide publicity to the work of the various organizations here 
under consideration. 

How Great Britain Has Met the Issue.—It may not be 
amiss at this point to refer briefly to the way in which Great 
Britain has tried to cope with the problem of protecting the 
public against promoters and dealers in ultra-speculative or 
fraudulent securities; also the way in which she has handled 
the whole matter of corporate promotion and long-term financ- 
ing. There are points of similarity between corporate promo- 
tion and financing in Great Britain and the United States, 
but whether British practice in deaiing with corporate affairs 
can shed any light upon our problems is at least a debatable 
question. . 

One thing to note about the British method of dealing with 
stock frauds is its quick enforcement of the law. That stock 
frauds have been numerous in Great Britain since the Great 
War, no well-informed person would be likely to deny. As 
someone has pointed out, Great Britain has had the double 
problem of dealing not only with her own financial crooks but 
also with a goodly number from this side of the water who 
were driven out of the United States or Canada when, in their 
stock-jobbing activities, they ran counter to the law. It seems 
that there has been no mail fraud law in Great Britain; 
consequently, unscrupulous securities salesmen who were fugi- 
tives from this country or Canada had a tendency to flee to 
London or some other large city in Great Britain to continue 
their operations in a new field. There they proceeded to open 
an office from which the attack would be made upon their 
British victims by flooding the mails with literature concern- 
ing the fabulous wealth that easily could be made by buying 
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stocks in certain corporate enterprises (chiefly oil and mining 
ventures) that were being promoted. To cope with this situa- 
tion, resort was had to the criminal law of Great Britain; and 
it has been reported that a large measure of success has at- 
tended the efforts in this direction. This success may be 
attributed in a large degree to the speedy operation of the law 
in Great Britain in bringing criminals to justice. So much 
for the British method of dealing with certain fanciful schemes, 
most of which existed only in the minds of the promoters 
and salesmen of their so-called securities. 

So far as corporations having a more or less substantial basis 
for their foundation and development are concerned, the British 
Companies Act of 1908 has provided a fairly effective means 
of control. It should be remembered that in Great Britain 
there is one securities law, national in scope, rather than nu- 
merous different laws referable to particular jurisdictions as 
we find in the United States. The British Companies Act 
reveals the British method of securities control in that it insists 
upon high-grade management of the corporations that are 
chartered. More specifically, the Act does not undertake to 
place responsibility upon any person or governmental com- 
mission for evaluating securities that are offered for sale. 
What the Act does attempt to accomplish, however, is (1) to 
make available to the public detailed information regarding 

the corporation whose securities are offered for sale; (2) the 
- full responsibility of officers and directors that the informa-. 
tion which is furnished by the company that they represent is 
correct and complete in every detail. 

According to the British Companies Act of 1908, certain 
specific requirements have to be complied with before securi- 
ties can be sold or offered for sale. More particularly, there 
must be filed with the Registrar of Companies a prospectus (or 
statement) of the corporation’s organization and proposed ac- 
tivities. This information in the nature of a prospectus (or 
statement) must be furnished on a prescribed governmental 
form. There is but a single office in Great Britain in which 
such information is filed, namely, Somerset House in London. 
Great care must be exercised in sticking to the truth in filling 
out the governmental form. When the statement or informa- 
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tion calied for by the government on the form mentioned above 
is properly filed and accepted, it acts as a permit to the com- 
pany in question to issue securities. It will be observed that 
the government of Great Britain in accordance with the Com- 
panies Act of 1908 does not undertake, before permitting the 
issue of securities, to pass judgment upon the proposed issue; 
it merely sees to it that the public has available truthful infor- 
mation with respect to the company proposing to issue the 
securities. In passing, it may be well to mention that the Brit- 
ish Companies Act undertakes to keep the promoters and 
organizers of a proposed corporation from suppressing infor- 
mation which is essential for passing judgment upon the value 
of the securities that their respective companies issue. Most 
of us are aware that it is not so much what is actually said 
in a prospectus or circular letter which may deceive investors ; 
on the contrary, that which is left unsaid or is suppressed is 
often what really counts. 

In addition to filing a prospectus or statement on the gov- 
ernmental form, as described above, before securities are 
offered for sale, the British Companies Act requires the filing 
of other information. Within three months from the time any 
public company commences business, a report must be filed 
showing the amount of the capital stock that has been sub- 
scribed in cash or otherwise, the amount received therefor, 
and what has been done with it. Also, once a year, a report 
must be filed showing changes effected during the past year in 
such essential matters as management, capitalization, and the 
general financial condition of the company. 

With reference to the effectiveness of the British Companies 
Act, it would seem that the prospectus which it requires has 
been instrumental in keeping down to a minimum attempts 
to promote companies with slender assets and then to unload 
their securities upon the public. Unless an enterprise is a 
swindling concern pure and simple, the promoters have both 
learned and put into practice, under the British Companies 
Act, the fact that they haye some important responsibility to 
the British public. 

To claim that in Great Britain dishonest promotion and sale 
of ultra-speculative and fraudulent securities have been stamped 
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out would be absurd. The British Fraud Law and the Com- 
panies Act have gone a long way toward relieving the public 
from the wiles of the stock-jobber. But that more legislation 
is necessary to cope with the problem of public protection of 
investors in Great Britain is witnessed by a serious proposal for 
a more drastic law. What this proposal is we shall now see. 
Amending the British Companies Act.—Recently a bill was 
before the British Parliament designed to give more adequate 
protection to small investors in Great Britain against the activi- 
ties of dishonest promoters and security salesmen. It has been 
spoken of as a species of “blue sky” bill, and has been de- 
scribed as the most drastic bill of its order that ever has been 
before a European parliament. The bill is the result of a 
survey of the existing securities laws made by a group of busi- 
ness men, accountants, and lawyers. This group made a 
careful examination of the existing machinery governing in- 
vestments and found, it is reported, that most of the British 
corporations were in a sound condition. Inasmuch, however, 
as it found that frauds were at times being perpetrated against 
small investors, additional legislation seemed to be necessary. 
Hence the proposed amendment to the British Companies Act. 
Briefly, the new bill undertakes to put a stop to all high- 
pressure salesmanship through advertising and house-to-house 
soliciting. As might be expected, the bill does not apply to the 
marketing of securities that are listed on any British stock 
exchange. It is claimed that the new legislation that is pro- 
posed is directed primarily at the salesmen of shares in fraudu- 
lent organizations who have come to Great Britain from other 
countries from which they have been driven. 
Conclusion.—In conclusion, it must be admitted frankly 
that no final solution can at present be offered to the problem of 
protecting the thousands of American citizens who annually 
are the victims of swindling securities operators. If, however, 
we have succeeded in setting forth convincingly the magnitude 
of the problem here involved and the difficulties in finding a 
satisfactory solution, our efforts perhaps have not been in vain. 
Surely the matter should be one of great concern, not only to 
our state and federal governments but to legitimate business as 
well. Those who are best informed in these matters probably 
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will agree that we have not as yet in this country found the 
best way of coping with the fundamental problem discussed in 
this chapter. No harm can be done in studying the methods 
followed in Great Britain and in other countries for coping 
with their particular problem of public protection against un- 
scrupulous securities salesmen. As one outstanding American 
authority * has written: ‘Without endorsing the British Com- 
panies Act as a whole, I believe it provides some valuable prece- 
dents worthy of careful consideration in this country. A 
requirement calling for the compulsory filing of detailed in- 
formation to which the public would have access, might well 
be adapted to our own situation.” 

1Seymour L. Cromwell, in his Annual Report to the New York Stock 


Exchange as President of that organization for the year May 1, 1923, to 
May I, 1924. 


Chapter XXVII 


THE MACHINERY FOR BUYING AND SELLING 
SECURITIES * 


Varying Degrees of Marketability for Securities—A fter 
a particular issue of securities of a business corporation has 
been originally disposed of to the security-buying public, some 
of the buyers may wish, for various reasons, to sell the whole 
or a part of their holdings. Moreover, some who originally 
did not purchase any of the securities of the issue in ques- 
tion may wish later to buy some of them. Assuming that such 
is the case, the conditions for a market in this issue of securi- 
ties have arisen. Again, if the “security” in question is a 
stock of a very low-grade or fraudulent company, there will 
be persons desirous of disposing of their holdings; but in all 
probability there will be no buyers at any price, however low. 
In other words, there is no market for this “security.”’ In this 
connection, it always should be remembered that the mere fact 
that there is no established market for a security is no certain 
indication that it is of inferior grade. In fact, it is almost 
impossible to sell some very high-grade securities, largely be- 
cause they are of some relatively unknown local concern. Un- - 
less some local buyer can be found—one who knows of the 
real worth of the security—it may be next to impossible to sell 
it in an emergency. There are thousands of relatively small 
corporations in this country whose stocks and bonds are closely 
held; they are not listed on any exchange, and they seldom or 
never change hands in a generation. There is no recognized 
market for these securities; the holders, normally, would not 
sell them at any reasonable price. In an emergency, if any 


+In the preparation of this chapter, all available authorities were con- 
sulted; but we are indebted especially to Mr. J. Edward Meeker, Economist 
to the New York Stock Exchange, for his excellent volume, The Work of 
the Stock Exchange (The Ronald Press Company), from which some of 
the information contained in this chapter was obtained. 
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particular owner had to liquidate his holdings, it might be 
several days before a buyer could be found. It might take as 
long or longer to effect a sale of these particular securities as it 
would to sell a piece of real estate. 

In striking contrast with this situation is the ease with which 
well-known stocks and bonds may be marketed. In the case 
of certain high-grade issues, a holder can ask his broker to 
sell a block of shares on any day when the market is open, 
and if he needs the cash realized from the sale, it can be had 
on short notice. Between the great ease of marketing to be 
found in this case, and the extreme difficulty of effecting a 
sale in certain instances as mentioned above, practically every 
degree of marketability is to be found for the tens of thou- 
sands of issues of private business corporations outstanding. 

Stock Exchanges Facilitate Purchase and Sale of Securi- 
ties.—For the purpose of enabling interested people to trade 
in securities that have once been issued and distributed to the 
public (“‘old” securities as some have called them), certain 
highly specialized institutions have developed in various parts 
of this country, and in the principal financial centers of other 
countries. Such institutions are known popularly as stock or 
bond exchanges. It would seem that the best way to ac- 
quaint the reader with the machinery for effecting exchanges 
of “old” securities would be to describe the work of one of the 
more typical exchanges. We perhaps could do no better than to 
give some discussion of the activities of the New York Stock 
Exchange—an organization which not only is typical of mod- 
ern stock exchanges but whose business exceeds that of any 
other stock exchange in the United States. In order that there 
may be no misunderstanding at the outset, we would emphasize 
the fact that neither the New York Stock Exchange nor other 
outstanding stock exchanges in this country have anything to 
do directly with underwriting or the original distribution of 
securities to the public along the lines outlined in Chapter XXI. 
The New York Stock Exchange is concerned primarily with 
providing facilities for the marketing of those. securities which 
already have been issued and distributed to the public, and 
which have been listed for trading on that Exchange. 
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Origin of the New York Stock Exchange.—The need of a 
regular securities market in New York City arose in the latter 
part of the eighteenth century. Several events precipitated the 
establishment at that time of a simply organized market for 
American securities. There was incorporated in Philadelphia 
in 1781 the Bank of North America. The Bank of New York 
was established in 1784, and the first United States Bank came 
into existence in 1791. Securities were issued by all of these 
concerns so that the necessity of an organized market for these 
and other early American issues was pressing. People were not 
likely to be ready buyers for securities if there were no easy 
facilities available for buying, or for liquidating their holdings. 
Accordingly, a group of ten or more persons got together in 
New York for the express purpose of offering their services 
to persons who were interested in buying and selling the types 
of securities just mentioned. This*was one of the earliest, if 
not the first, group of stockbrokers in the United States. It is 
said that they used to meet regularly for business purposes 
under a tree in front of 68 Wall Street, and that when the 
weather was too unfavorable for the transaction of business 
outside, they would move in a body into some near-by coffee 
house. From these simple beginnings there developed later the 
New York Stock Exchange. 

Early Attempts to Regulate Their Business from Within. 
—Practically every organized effort, in order to be really effec- 
tive, necessitates certain rules and regulations in the way of- 
agreements among the principal parties concerned to do or not 
to do certain specified things. According to Meeker,' the first 
recorded agreement among the group of stockbrokers, that 
originated as we have just described, was one whereby they 
mutually agreed to give preference to each other in their pro- 
fessional business relationships, and not to buy or sell stocks 
for anyone whatsoever for a commission less than one-quarter 
of one per cent. The agreement was subscribed to, it is said, 
in May, 1792, by some two dozen brokers—a much larger num- 
ber than the original group of approximately ten. 

The New York Stock and Exchange Board.—Once the 
nucleus of a stock market had been established in New York, 

1The Work of the Stock Exchange, p. 29. 
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there was rapid growth. Banks continued to be established; 
insurance companies continued to be formed; federal, state, 
and municipal securities continued to be issued. In brief, the 
material development of the country necessitated the issue of 
securities, both public and private, and increased the business 
of the securities market already established. To meet these 
new conditions and to provide better facilities for the brokers, 
the original small group of street brokers, together with those 
who had been added to the original group, perfected their 
simple organization and sought inside quarters in a front 
room on the second floor of 40 Wall Street. This was in 1817. 
These quarters were rented and proved to be but temporary. 
At about the same time, the organization adopted the name, 
the “New York Stock and Exchange Board.” About thirty 
stocks were then being traded in, and the membership of the 
body embraced, it is said, seven firms and thirteen individual 
brokers. About ten years later the organization moved to the 
corner of Wall and Hanover Streets. For various reasons, 
several other moves were necessitated, until in 1865 it settled 
down in the old Stock Exchange Building on Broad Street 
from which no move was made until 1901. During the next 
two or three years the Produce Exchange Building became the 
scene of operations of the New York Stock Exchange. Finally 
in 1903, the present Stock Exchange Building fronting on 
Broad, Wall, and New Streets, was occupied. In 1920 exten- 
sive improvements in the building were undertaken and were 
completed within the next two or three years. 

Title “The New York Stock Exchange” Adopted in 1863. 
—The great material expansion of the United States even 
before the time of the Civil War multiplied securities issues, 
and the trading therein of such issues as were listed on the 
Exchange. In 1863 the name of the organization which we 
have been sketching from its simple beginnings in 1792, adopted 
the name “The New York Stock Exchange.” 

Expansion After the Civil War.—lIt is a well-known fact 
that the United States underwent a tremendous material ex- 
pansion after the Civil War, particularly during the few decades 
following the panic of 1873. The New York Stock Exchange 
found its business continuing to grow to keep pace with the 
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great economic development of the times. It was in 1867 that 
it adopted the stock ticker, a device which served to give great 
publicity to the transactions of the Exchange. When the 
Transatlantic Cable was opened in 1866, the Exchange found 
that its market for securities was greatly broadened, due to 
the inflow of foreign capital which became invested in Amer- 
ican business. Put in other words, Europeans traded their 
capital for American securities, and this activity was facili- 
tated of course by the New York Stock Exchange. 

The coming of the telephone was not without effect upon 
the business of the New York Stock Exchange. Telephones 
were installed on the floors of the Exchange in 1878, we are 
told, and the adoption of this device was soon reflected in a 
greatly increased number of sales in the stock market. In 
the meantime, various competitors had become established, 
and in 1869 certain of these were merged into the New York 
Stock Exchange, particularly the Open Board of Brokers, and 
another organization that had been formed to trade in United 
States Government securities, known as the Government Bond 
Department. With the merging of these two enterprises with 
the New York Stock Exchange there came to be a total of 1060 
members. Within a few years (1881), the total membership 
of the New York Stock Exchange was placed at 1100. This 
number remained unchanged until 1929, when, as the result of 
a conscious movement for an increase of membership, the num- 
ber was raised to 1375, effective February 8, 19209. 

Membership.—The New York Stock Exchange is an unin- 
corporated organization which has for its purpose “to furnish 
exchange rooms and other facilities for the convenient trans- 
action of their business by members, as brokers; to maintain 
high standards of commercial honor and integrity among its 
members ; and to promote and inculcate just and equitable prin- 
ciples of trade and business.” Its organization reminds us 
somewhat of that of Lloyd’s of London. The latter, as is 
well-known, does not itself issue insurance policies but it pro- 
vides facilities for its members who make the insurance con- 
tracts. Similarly, the New York Stock Exchange does not 
buy and sell securities in its own behalf; rather, it furnishes 
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facilities for its members in their buying and selling trans- 
actions. 

Inasmuch as the Exchange has seen fit to limit its member- 
ship, the question is often raised as to how a person who wishes 
to become a member of the New York Stock Exchange can 
accomplish his purpose, assuming that there are no vacancies 
in the membership. So far as we are aware, the only way in 
which this can be brought about is by some present member 
transferring his membership to the interested party. We occa- 
sionally read that Mr. X has bought a “‘seat” on the New York 
Stock Exchange, and at times the price paid for such seat is 
a very large figure, running up into the hundreds of thou- 
sands of dollars. Certain qualifications must be met in 
order to be admitted to membership. The Exchange has 
a Committee on Memberships, and every prospective candidate 
must comply with certain prescribed qualifications in order to 
be admitted. These qualifications are in part a matter of char- 
acter and in part a matter of financial strength. It might be 
that a person would purchase a seat on the Exchange from 
some old member and then find later that he was not a member 
of the Exchange because he did not measure up to the pre- 
scribed qualifications. — 

Classes of Members.—The New York Stock Exchange has 
different classes of members. Broadly considered, there are 
two main classes: (1) brokers; (2) traders and dealers. A 
broker fulfills the function of buying or selling securities on 
the floor of the Exchange as an agent for others for a fixed 
commission. A trader or dealer has no clients and, therefore, 
does not act as an agent for anyone. In other words, a trader 
or dealer buys and sells for himself or, in the language of the 
Street, ‘on his own account.” There are several classes of 
brokers. Brief attention will now be given to the work of 
each class. 

Commission Brokers.——A commission broker who has mem- 
bership in the New York Stock Exchange functions on the floor 
of the Exchange usually as a representative of a commission 
brokerage house. This is generally an unincorporated organi- 
zation which performs the important function of purchasing 
and selling securities in the capacity of agent for numerous 
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investors and speculators who are not members of the Ex- 
change. A commission brokerage house of substantial size 
will hold membership not only in the New York Stock Ex- 
change, but in practically all of the leading exchanges through- 
out the country. Such houses have their own private wires 
and they are likely to maintain offices in a good many different 
cities, particularly those that are important financial centers. 
There are several types of commission brokerage houses. Some 
have few, but wealthy, clients. At the other extreme is the 
type of house which has thousands of customers of all degrees 
of wealth. Then again, some commission brokerage houses 
specialize in some particular type of security, such as railroads 
or motors, whereas others carry on a more general business. 

It may be well to state that the commission brokerage house 
earns its income from the commission that it charges for put- 
ting through orders on the Exchange or elsewhere. The com- 
mission received is $15 per block of 100 shares of stock when 
the selling price ranges from $25 to less than $50 a share. 
The established charge is somewhat less than $15 when the 
price of the share is below $25, and somewhat above $15 when 
the price per share is $50 or above. The price of $15 per 
100 shares in a typical transaction is gross rather than net 
profit. The commission brokerage house, in addition to main- 
taining attractive quarters both at its head office and at its 
branches, has to render a great amount of service to its clients. 
In addition to actually putting through a transaction for one of 
its customers, it attends to the matter of having the shares 
transferred to its customer (in the event of a purchase) on the 
books of the corporation. It also attends to the matter of 
payment for the shares. It maintains a room where its cus- 
tomers and other interested parties may come during the hours 
when the Exchange is open and see on the posted lists on the 
boards how stocks are moving on any particular day. The 
commission brokerage house also is likely to keep available 
to its customers considerable financial literature, and it gives 
them a great deal of advice free of charge. Moreover, it under- 
takes to finance its customers, or many of them, who wish to 
trade on “margin.” (Figures above refer to N. Y. Stock 
Exchange. ) 
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“Two-dollar’ Brokers.—These are Exchange members that 
have emerged as a special class of brokers who perform the 
tunction of putting through orders for other members of the 
Exchange or for a member who functions on the floor of the 
Exchange as a representative of a commission brokerage house. 
His services are in demand particularly at the opening of the 
market when there has been a heavy accumulation of over-night 
orders. Moreover, the two-dollar broker is in demand for 
special work on days when there is very heavy trading on the 
Exchange or when the day-by-day representative of a commis- 
sion brokerage house is scarcely able to put through single- 
handed all of the orders for the clients of the house in question. 
In any event, the two-dollar broker puts through orders for 
other brokers or brokerage houses. 

The name of this type of broker is said to have been derived 
from the fact that he originally received for buying or selling 
each 100 shares of stock the sum of $2. In the event that he 
was acting for a commission brokerage house in such a trans- 
action, the house would pay him the sum of $2 out of the $15 
which it would charge its client for putting through the trans- 
action. This gave the commission brokerage house the balance, 
$13, out of which its general overhead charges would be de- 
frayed. It seems that the present compensation of the so- 
called two-dollar broker has increased to $3.00, in a typical 
transaction. ~The reason the two-dollar broker receives a rela- 
tively small compensation as contrasted with that received by 
the commission brokerage house, is due to the fact that he does 
not have to maintain an office, nor act in an advisory capacity 
to others, nor keep books, nor finance his customers, nor, in 
general, assume any unusual financial or moral responsibility. 

The Odd-lot Dealer—The most common transaction on the 
New York Stock Exchange is one involving 100 shares or some 
multiple of 100; but there are many people who wish to buy and 
sell securities in much smaller lots than 100. That is to say, 
they wish to have orders executed in odd lots. So important is 
this sort of transaction that a great many commission bro- 
kerage houses are not only willing but anxious to cultivate cus- 
tomers whose orders are for odd lots. The work of the odd-lot 
dealer is extremely complex, so that no attempt will be made to 


400 THE FINANCING OF BUSINESS ENTERPRISES 


give a full account of his activities. In passing, we shall simply 
state that in putting through transactions involving 5 or IO 
stares, let us say, the typical commission brokerage house is 
likely to have recourse to a broker who has come to specialize 
in the odd-lot business. Such broker or brokerage house is 
probably buying and selling securities on its own account, so 
that its income is derived not from commissions but from 
profits realized in buying and selling for itself.’ 

The Floor Trader.—The floor trader is a stock exchange 
member who buys and sells securities that are listed on the 
Exchange. Such buying and selling is entirely on his own ac- 
count and is prompted by the desire to reap a profit on each and 
every transaction. He has been described by some as a free- 
lance dealer. It is said that this class of dealer is of the 
speculator type and carries on his tradings on the basis of 
small profits on numerous transactions. Such a trader, it is 
said, is not concerned so much with the intrinsic value of securi- 
ties as with the probability of an upward swing in the market 
on such securities as he undertakes to purchase. 

The Specialist—Some of those who are the best informed 
on stock exchange affairs admit that the work of the specialist 
type of stock exchange member is most difficult to describe. 
In general, it may be said with a high degree of accuracy that 
the specialist, as the name implies, is likely to concentrate as a 
broker or dealer on a single security or groups of securities in 
the same field. The specialist carries on trading in listed stocks _ 
either on his own account or as a representative of other 
brokers. The story goes that the first ‘specialist’ on the New 
York Stock Exchange was a man who was active in the com- 
mission brokerage business, but who had the misfortune to 
break his leg. Although he soon was able to be brought to 
the Exchange to see what was going on, it was, of course, im- 
possible for him to move around from place to place in the 
Exchange. In course of time he came again to occupy his seat 
which for the time being was among a number of persons who 
were trading in Western Union stock and who were executing 
orders in Western Union alone. It was not long before the 


‘For a discussion of the odd-lot business see Chapter VI of MrEEKER’s The 
Work of the Stock Exchange. 
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member with the broken leg began to put through transactions 
on his own account and soon found that he was making hand- 
some profits. The story continues that when he was quite 
well he kept on functioning as a specialist and that other 
brokers soon came to follow his example. In course of time 
some one hundred or more brokers came to be members of the 
specialist group.* 

Inactive Members.—In addition to the classes of stock ex- 
change members which we have instanced, a good many of the 
1375 members might be put in a separate class which accurately 
could be labeled “inactive members.” These include certain 
large-scale operators who maintain membership in the Ex- 
change primarily in order that they may receive a reduction in 
commissions on transactions which they wish to put through. 
Again, an inactive member may be affiliated with some partic- 
ular commission brokerage house whose primary duties center 
around the office of the concern. Once in a while they appear 
on the floor of the Exchange, but this is unusual. Finally, 
many inactive members are officials, perhaps, in investment 
banking institutions who maintain membership in the New 
York Stock Exchange primarily, it is believed, either for the 
purpose of being able to advertise this fact in behalf of the 
firm with which they are affiliated, or for the purpose of having 
some say in the management of the affairs of the Exchange. 

Listing a New American Security on the New York Stock 
Exchange.—As already mentioned, the New York Stock Ex- 
change has nothing to do with the original distribution or 
unloading on the public of a new issue of securities, whether 
such issue has been underwritten or not. The Exchange is 
not concerned with the distribution of an issue of securities 
until such an issue has been “listed” for trading on its floor. 
When a substantial issue has been brought out by a large cor- 
poration, it is usual to expect that such corporation should wish 
to have the issue listed for trading on the Exchange. This is 
primarily because of the large market that then would be 
available for the security in question. The New York Stock 
Exchange has a committee on stock listing which receives and 


‘For a complete account of the work of the specialist the reader is referred 
to Chapter V of Merexer’s The Work of the Stock Exchange. 
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considers applications for listing, and it makes recommenda- 
tions regarding such applications to the Governors of the 
Exchange. 

The formal requirements for listing a security on the New 
York Stock Exchange are by no means simple. When the list 
committee is approached by the representative of a corporate 
organization with a view to having a certain issue of its securi- 
ties listed on the New York Stock Exchange, the applicant is 
handed three documents: (1) a list of requirements ultimately 
to be met when formal application is made for listing; (2) a 
questionnaire; (3) a distribution statement. This is no place 
to discuss the details of the requirements that are set forth for 
listing securities on the New York Stock Exchange. All that 
we can undertake to do is to make a few brief, pertinent state- 
ments. For details the reader is referred to any one of several 
volumes on the general subject of the work of the stock ex- 
change, particularly that of Mr. J. E. Meeker. In passing it 
may be stated that there is a growing tendency, as time goes 
by, to make the listing of a security on the New York Stock 
Exchange more difficult. The Stock Exchange does not as- 
sume any responsibility for the ultimate success of the corporate 
enterprise whose securities have been admitted to trading on 
its floor. Nor does the Exchange, by listing a new security, 
undertake in any way to endorse it. Every person who is at 
all familiar with the function of the New York Stock Exchange 
knows well enough that the mere fact that a certain security 
has been listed is no guarantee whatsoever of its real value. — 
All that the Exchange seems to do in permitting the listing 
of a certain security is to enable its members to buy and sell 
such security on the floor of the Exchange. As everyone 
knows, fortunes have both been made and lost in trading in 
securities that have been listed on the principal exchanges of 
the world, including, of course, the New York Stock Exchange. 

The “‘list of requirements” mentioned above is very exten- 
sive. Much information must be disclosed in the application 
for listing with reference to the nature of the business being 
carried on by the corporation, the property which it owns, and 
so on. Any statement by us with reference to the list of re- 
quirements would be entirely inadequate; one must examine 
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the list to be duly impressed with the searching information 
that is asked for. The “questionnaire” includes some fifteen 
or more questions which must be answered by the applicant. 
Three of the questions are as follows: (1) “Is the application 
made by action of the Stockholders, Board of Directors, or 
Executive Committee?’ (2) “Is the control of the property 
vested in any minority holding?” (3) “The Committee desires 
publications of quarterly statements of earnings; will you agree 
to do so?” The “distribution statement” requires the applicant 
for listing to indicate the number of shares in the issue pro- 
posed for listing that are held by the ten largest holders of 
record. It also requires the applicant to show ‘“‘the number of 
shares held in blocks of different sizes.’ It would seem that 
the idea here is to disclose information for the benefit of the 
stock list committee which will enable it to decide whether or 
not a free market for the security proposed for listing probably 
exists. In other words, the committee wants to assure itself 
that there is not too small a number of shareholders, and that 
the shares are not held in too large blocks. It is said that a 
wide distribution of shares in a certain security is likely to 
insure that too many shares will not at any time be dumped on 
the market, and that a corner in the security in question cannot 
easily be effected. 

When all the requirements of the New York Stock Exchange 
for listing have been duly complied with, the stock list commit- 
tee examines all the papers submitted, and then, on the assump- 
tion that all the requirements so far have been met, a hearing 
on the proposition follows. If the stock list committee rec- 
ommends that the application for listing be granted, it is 
highly probable that the recommendation will be endorsed by 
the Board of Governors. Assuming that proper authority has 
been granted for the listing of a security, all interested parties 
are duly notified, and soon thereafter trading in the particular 
security in question may be undertaken on the floor of the 
Exchange. 

Creation and Abolition of an Unlisted Department.—In 
1885 the New York Stock Exchange created an unlisted de- 
partment. This was at the time when railroad shares were in 
the greatest prominence on the Exchange, and when the shares 
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of many of the new industrial corporations were regarded by 
most people as rather speculative ventures. Consequently, a 
considerable proportion of the securities of new industrial 
enterprises could not measure up to the rather strict require- 
ments for listing on the New York Stock Exchange. They 
could not, therefore, be bought and sold except as unlisted 
securities in this great securities market. Gradually, however, 
the industrial shares came into great repute and it was not long 
before many of them became listed securities. In 1910, the 
unlisted department was abolished. This was on the recom- 
mendation of the so-called Hughes Committee. 

The “Bond Department” of the New York Stock Ex- 
change.—The New York Stock Exchange maintains a bond 
market which in many respects bears a close resemblance to its 
stock market described above. The essential points of differ- 
ence between a stock and a bond:have been pointed out in 
earlier chapters and need not be repeated here. Inasmuch as it 
is, in most cases, relatively easy to determine the future income 
to be derived from a bond as contrasted with a stock, there is, 
in the typical instance, much less speculation in the bond market 
of the.Exchange than in its stock market. There are hundreds 
of different bond issues listed on the New York Stock Ex- 
change, having a par value of many billions of dollars. These 
include United States Government issues, certain state and 
municipal issues of the United States, issues also of the insular 
possessions of the United States, and bonds of certain foreign - 
countries and cities. In addition to these government issues, 
there are many corporate bonds listed on the New York Stock 
Exchange. These embrace issues of many different kinds of 
corporations including railroad, telegraph and telephone, coal 
and iron, gas and electric, manufacturing, street railway, and 
miscellaneous enterprises. In the year 1900 only one foreign 
government bond issue was listed on the New York Stock 
Exchange, namely, a municipal issue of the City of Quebec; 
at the present time there are forty to fifty foreign issues listed, 
and the number is continually being added to. In the early 
history of bond transactions on the New York Stock Exchange, 
the number of different bonds that was listed was so few 
that a representative dealer in bonds required no formal 
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printed list whatsoever, as he could keep continually in his 
mind the complete list. In these earlier days, trade in bonds 
was carried on in what would seem today to be a rather inade- 
quate manner. It was the custom in those times for the 
Chairman of the Board, beginning at about an hour after the 
opening of the Exchange, to call out in order the names of the 
bond issues that were listed. Interested brokers and dealers 
would announce their bids when a particular bond was called; 
and sales, if any, in that particular issue, were made at once. 
With the rapid increase in the number of bond issues listed, this 
system of effecting sales had to be discarded, and there was 
substituted the present system of maintaining a continuous mar- 
ket. The advent of the Great War and the resulting sale of 
large issues of Liberty Bonds in this country, with their listing 
on the New York Stock Exchange, gave a great stimulus to 
the work of the Bond Department on the Exchange, resulting 
in a separate market for this type of government security. 
The principal traders in bonds on the New York Stock Ex- 
change comprise a group of two or three dozen members of 
the Stock Exchange, and most of these men are specialists in 
bond trading; they act either as brokers or dealers. Some 
years ago, the unit of bond trading was $10,000. Since the 
Great War, however, the unit has been reduced to $1,000. In 
all probability this action was influenced by the fact that 
Liberty Bonds were issued in relatively small denominations, 
and by the fact that corporate bond issues of the present day are 
not always of a minimum denomination of $1,000, but that 
bonds of the denomination of $500 or even $100 are becoming 
relatively common. Bond values, especially those of the type 
listed on the New York Stock Exchange, fluctuate within nar- 
row margins as contrasted with most stocks. Accordingly, so 
far as listed bonds are concerned, the bids and offers are likely 
to be made at a variation of one-eighth per cent of their par 
value, although in certain cases bids and offers for a fraction of 
this amount are allowed in some short-term bonds and notes. 
Liberty Bonds seem to occupy a special class in the matter of 
bids and offers, in that these are allowed in very small frac- 
tions, as, for example, one-thirty-second per cent. We have 
referred in an earlier paragraph to the immediate publicity 
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given to stock transactions on the New York Stock Exchange 
by the ticker service that is maintained. The same publicity is 
given to bond trading through a bond ticker service. This 
records and makes public immediately the actual sales in bonds. 
In addition, there are occasionally inserted on the bond tape 
reports of bids and offers (not actual sales) of bonds which are 
inactive. The advantage to the bond-buying public resulting 
from the Stock Exchange maintaining a special Bond Depart- 
ment is hard to overemphasize. Probably the greatest public 
advantage is the ready market available and the closer prices of 
bonds than would be the case if there were no special bond 
market. 7 

Listing Foreign Shares.— Until a few years ago, practically 
all of the issues of securities that had been listed for trading 
on the floor of the New York Stock Exchange were American ; 
there were no specific provisions for listing on the Exchange 
the internal securities of foreign countries. After the close of 
the Great War, the New York Stock Exchange became, for the 
first time in its history, an outstanding international capital 
market. One of the indications of this fact was the greatly 
increased list of foreign securities, particularly of bonds, that 
were admitted to trading on the floor of the New York Stock 
Exchange. This was made possible by the Exchange estab- 
lishing, early in 1925, certain special requirements for the 
listing of the bonds of various foreign governments. Within 
the next two or three years the New York Stock Exchange 
was confronted with the consideration of the question of list- 
ing foreign internal shares of stock. By October, 1927, three 
or four such issues were listed and these were in form “‘Amer- 
ican certificates of deposit issued against the deposited original 
foreign internal securities.” To study the question of whether 
or not a code of regulations should be drawn up and adopted 
with respect to the listing requirements for foreign internal 
shares, the New York Stock Exchange appointed a commit- 
tee to report upon the whole matter. The result was that in 
the latter part of 1927 the committee on stock listing of the 
New York Stock Exchange drew up a formal set of listing 
requirements for foreign internal securities. In brief, the way 
was formally opened for admitting to trading on the floor of 
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the New York Stock Exchange the highest-grade stocks (in- 
ternal issues) of foreign countries. The adopting of these 
new listing requirements for foreign internal securities should 
result in facilitating the investment of American capital in high- 
grade foreign business enterprises and in enabling our investors 
to dispose of their holdings at pleasure. 

Numerous Other Important Stock Exchanges.—So im- 
portant have stock exchanges become in the whole machinery 
for marketing stocks and bonds that there are important or- 
ganized stock exchanges widely scattered throughout the out- 
standing financial centers of this country and in all of the 
principal countries of the world. Doubtless it is fair to say 
that, outside of New York City, some of the leading stock 
exchanges of the country are the Philadelphia Stock Exchange, 
the Chicago Stock Exchange, and the Boston Stock Exchange. 
There are without doubt many other cities whose exchanges 
perform such an important function that they should be given 
special reference here. 

It should probably be mentioned that outside of New York 
City the leading American stock exchanges are primarily of 
local significance. Furthermore, some of them have come to 
be recognized as specialists in certain types of securities. The 
Boston Stock Exchange, for example, is often spoken of as 
the outstanding market for the stocks of important copper 
mining companies. As might be expected, Detroit is the city 
where automobile stocks are featured. The name of Denver 
is associated by many with gold mining stocks and the same 
is true, in a considerable degree, of San Francisco. 

In passing, it may be well to mention that the smaller stock 
exchanges throughout the country are somewhat less exacting 
in their requirements both as to membership and, usually, the 
listing of securities than is the New York Stock Exchange. 
Nevertheless, reasonably high requirements in both of these 
regards are, as a rule, strenuously adhered to by the smaller 
exchanges. We shall now give brief attention to the New York 
Curb Exchange. 

The New York Curb Exchange.—The organization of this 
market is somewhat similar to that of the New York Stock 
Exchange, although the curb market is rather widely regarded, 


408 THE FINANCING OF BUSINESS ENTERPRISES 


it would seem, as of less importance than the Stock Exchange. 
In confirmation of the belief that the Curb Exchange is, now- 
adays, a well-organized institution, it may be stated that its 
membership is limited; it has a ticker service; only members 
may trade on the floor of the Curb Exchange; and both stocks 
and bonds are listed. The New York Curb Exchange is now 
a misnomer, in that the trading is not carried on, as originally 
was the case, on the curb; the organization has functioned since 
1921 in a first-class building with high-grade, modern equip- 
ment. 

Originally, and until comparatively recent years, the New 
York Curb Exchange was the outstanding American market 
for unlisted securities. Traders on the curb originally met 
on Broad Street and the business was transacted in the open air. 
For a long time there was no organized market in connection 
with the curb trade, but this more:or less hit-or-miss plan of 
trading ultimately was discarded in favor of a well-organized 
inside exchange. We already have referred to the fact that the 
curb market has certain listing requirements. To the uniniti- 
ated these would seem to be almost as exacting as those of 
the New York Stock Exchange; but, according to reports, cer- 
tain issues are listed on the New York Curb Exchange which 
could hardly meet the exacting requirements of the New York 
Stock Exchange. Nevertheless, there are some very high-grade 
securities traded in on the curb market, although it is prob- 
ably fair to say that, on the whole, the securities of the curb 
are not as well known by the American public as are those of 
the Stock Exchange. 

Marketing Securities Otherwise Than Through the Ex- 
changes.—As we already have intimated, a very large per- 
centage of the trading in “old’’ securities is effected by the stock 
exchanges of the country. There is, however, a great deal of 
business centering around the buying and selling of securities 
elsewhere than on the floors of the exchanges. Some discus- 
sion of this topic already has been given in the opening para- 
graph of this chapter. We have referred to the fact that the 
typical stock exchange confines the trading of its members on 
its floor to those securities which are listed on the exchange 
in question. Many corporations, however, have brought out 
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securities which never have been listed on a stock or bond ex- 
change. Furthermore, it goes almost without saying that a 
good many securities which actually have been listed are seldom 
traded in on the exchanges. 

It is a matter of common observation that those stocks which 
are bought and sold almost every day of the year have a rela- 
tively small spread between the bid and asked prices. It would 
seem, therefore, that active trading in a security is accompanied 
normally by a very narrow margin between the price asked by 
the sellers and the price offered by the prospective buyers. 
Some have explained this situation on the ground that whatever 
the price of a security may be, new buyers for it will appear 
if there is a slight decline in price, whereas a slight increase in 
price will bring into the market new sellers. It also is a matter 
of rather common observation that when a security becomes 
inactive in the stock market, there is a tendency for the bid and 
asked prices to become spread apart. For example, certain 
insurance stocks which are not actively traded in show, at 
times, a spread between the bid and offered prices of from fif- 
teen to fifty points. Any such situation as this with respect to 
a security which is being actively traded in on a recognized 
exchange is practically out of the question. 

Over-the-counter Trading.—In the event that interest in a 
security has narrowed down to one or two brokers, the condi- 
tions of a ready-made market in such security have practically 
disappeared. A bidder may be available, but no one appears as 
a seller at the price offered. On the other hand, a seller may 
come forward with an offering price but no buyer is available 
to take the security at the price offered. This gives an oppor- 
tunity for a broker actually to make a market for the security 
in question by hunting around for a second party to the trans- 
action, that is to say, for a buyer or seller as the case may be 
at any particular time. Such activity on the part of a broker 
has often been called “over-the-counter”? marketing or trading.’ 
With our modern facilities for rapid communication, it goes 
almost without saying that over-the-counter trading is facili- 
tated greatly or even is dependent upon the use of the telegraph 
wire and the telephone as well. It is probably fair to say that 


21In some cities, the “curb” market is called the over-the-counter market. 
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by far the larger proportion of over-the-counter trading on 
the part of certain investment houses consists in trading in 
bonds rather than stocks. 

Over-the-counter trading necessitates at times rather exten- 
sive search for a buyer or seller, as the case may be. Let us 
assume that a brokerage house gets an order for some bonds 
for which there is no regular market and which it does not 
itself have on hand for sale. An effort will be made at once 
to get in touch with a house or houses that might fairly be 
expected either to have the security in question, or to know 
where it could be had at a fair price. If the order is a substan- 
tial one, the work of inquiry will be carried on, if necessary, 
throughout the whole country, or even in Europe. 

It is a well-known fact also that brokerage houses often 
carry advertisements in the financial magazines or elsewhere, 
stating in effect that they will buy or sell certain specified securi- 
ties, the prices perhaps being entirely omitted. In the larger 
financial centers there are brokers, it is said, who have spe- 
cialized in the business of going around to the more important 
brokerage houses in the financial district and thus securing lists 
of securities that are wanted but which are not immediately 
available. Such brokers also perform the important function 
of informing the brokerage house in any particular case where 
securities which it desires to purchase may be obtained. A 
commission, of course, is charged, in any instance, when an 
actual market is created by the bringing together of buyers 
and sellers. 

Kinds of Orders.—Returning at this point to some consid- 
eration of the machinery of the stock exchange, attention will 
be directed first to a discussion of different angles of market 
orders. A market order is, as the name implies, an order given 
to a broker by a prospective buyer of a certain security, or by 
one who now holds a security and wishes to sell it, to buy or 
sell, as the case may be, a prescribed number of shares, assum- 
ing that the security in question is a stock. Both the buyer 
and the seller are, of course, interested in the price of the 
purchase or sale. We find that there are a number of ways 
of handling this matter of price in connection with a market 
order. Some attention will now be given to these. 
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In the first place, a market order may be arranged so that 
the broker is asked to buy or sell a prescribed number of 
shares “at the market.” It might normally be expected, espe- 
cially if the security with which a given market order is con- 
cerned is being actively traded in, that the order will be 
executed when placed “at the market’? not very far from the 
actual price that is then maintaining on the exchange. At any 
rate, the person who placed the order would naturally expect 
his broker to put it through, that is, to effect the purchase or 
sale at once, or as soon as possible. 

Another type of market order is that where the buying or 
selling price is actually specified. For example, John Doe 
might give his broker an order to buy one hundred shares of a 
certain stock at 150. It would be quite possible for the pros- 
pective buyer to have his order nullified if not executed within 
a stated time—five days, for example. Furthermore, a market 
order with a specified price attached might be placed without 
any time limit, thus being good until the order was canceled 
by the placer. Of course, it goes without saying that if the 
broker can put through such an order, assuming that it is an 
order to buy, at a price lower than that which is specified 
in the market order, the client will offer no objection. Such 
objection only would arise if the order was effected at a price 
higher than that specified. 

The term. “‘stop-loss order” is commonly used in connection 
with a so-called market order. A speculator may have bought 
a certain security at 125 and may find that the market price of 
that security begins to fall. In order to limit his loss to three 
points, let us say, he might place an order with his broker to 
sell the security at 122 if the decline continues. A stop-loss 
order is a “limited” order, that is, it may be executed only at 
or above the indicated price. When this (the indicated price) 
is reached, the stop-loss order becomes a market order. 

“Bulls” and “Bears.”—-These terms are, of course, well 
known in stock exchange circles and even among casual students 
of private finance. They will be dismissed, therefore, with 
merely passing notice. The general term “bull” has been ap- 
plied to that type of speculator who buys a stock (or stocks) 
on “margin”? (a term soon to be explained) in the hope or 
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even actual expectation that it (or they) will soon go up in 
price so that a profit may be made on such a transaction (or 
transactions). <A “‘bear,” on the other hand, signifies a security 
speculator of the type who resorts to selling a security “short” 
(a term soon to be explained) in the hope or expectation that 
the price of the same will decline very soon, so that he can then 
buy the security (or securities) at a reduced price and in suffi- 
cient amount to cover his sale and thus reap a profit on the 
combined selling and buying of the security (or securities) in 
question. 

“Short Sales.”—Selling what one does not already own, or 
“selling short,’’ as it is known in financial circles, has come 
in for considerable discussion and criticism from time to time. 
Those who understand this type of business see little or noth- 
ing in it for alarm. ‘Selling short,” as applied to a particular 
security, is an act on the part of a speculator who negotiates 
a sale through his broker but virtually defers the delivery of the 
security for a certain indefinite time by resorting to credit. A 
typical transaction of this sort would be effected if John Doe 
should place an order with his broker to sell at the market two 
hundred shares of stock, let us say, which the broker knew the 
seller did not then possess. Of course, the buyer of the two 
hundred shares must be handed the stock by the broker in 
question on the following day, so the broker must know, when 
he effects the sale, that he can borrow the two hundred shares 
from some other broker to make the delivery. Such borrow- 
ing usually is not difficult because there are brokers who have 
come to specialize in lending stocks, for a consideration, which 
will enable other brokers to complete a short sale. We cannot 
here enter into details; but it should be said, perhaps, that the 
broker who puts through a short sale secures himself in one 
way or another, usually, however, by requiring his client 
to put up with him a certain percentage of the price of the 
shares. Such margin, as it properly may be called, will pro- 
tect the broker in his completion of the transaction if the shares 
of stock which have been sold short begin to rise in the market. 
Of course, if the stock in question soon begins to decline in 
price, the short seller can order the purchase of enough of the 
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stock in question to have the transaction entirely completed and 
thus reap a profit. 

Margin Trading.—The buying of a security on margin is a 
relatively well-known transaction. In this case the buyer does 
not purchase the security outright, but he places in the hands of 
his broker a certain percentage of the purchase price of the 
securities. The percentage of this purchase price which a 
brokerage house may require a customer to advance is not 
a specific percentage in all cases. Let us assume that the 
broker requires a margin of twenty-five per cent. If a pur- 
chaser wishes to buy fifty shares of a certain stock whose mar- 
ket price is $100 a share, the total amount of money here in- 
volved would be $5,000. Assuming a margin of twenty-five 
per cent, the purchaser would be required to advance to his 
broker $1,250. The stock would then be purchased by the 
broker, who virtually lends his client the difference between the 
purchase price and the margin, which in this case amounts to 
$3,750. The shares of stock are held by the broker as security 
for his loan of $3,750 and the client would, of course, expect 
to pay the broker interest on the loan. In the meantime, how- 
ever, if any dividends are payable on the stock, these go to the 
purchaser. Until the transaction is completely consummated, 
the actual owner of the stock—that is, the buyer on margin— 
may stand either to make or lose on ‘the transaction. If the 
price of the stock advances in the market, the owner may 
have his broker sell the security and thus reap a profit. If, 
on the other hand, the stock goes down in price, the loss, in the 
event the stock is sold, falls entirely upon the owner of the 
stock. 

Bucket Shops.—In passing, reference will now be made to 
so-called “bucket shops,” a type of low-grade brokerage house 
which, fortunately, seems to be losing ground in the face of the 
activities against it, mainly on the part of the better interests 
in the securities field. Outwardly a bucket shop has all the 
appearances of a reputable brokerage house. It seems, how- 
ever, that, in a typical house of this order, at least some of the 
business does not consist in the purchase and sale of securities 
upon orders from bona fide customers, but that it is of an 
entirely different character. The business we are referring to 
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is based upon observations on price quotations of securities, 
and contracts are consummated by the mere payments of gains 
or losses rather than by the actual exchange of securities. In 
other words, some of the patronizers or frequenters of bucket 
shops are said merely to bet upon the upward or downward 
movement of particular stocks. 

Again, the typical bucket shop is said to conduct at least a 
part of its business on a plan which virtually resolves itself 
in the final analysis to a system of betting with its customers on 
price movements. Thus, let us assume that one of the clients 
of a so-called bucket shop actually places an order with the 
house to buy so many shares of a certain security at a specified 
price. If those who run the bucket shop believe that the price 
of such security is likely to drop soon, the order will not be 
executed at once but will be delayed until such time within the 
near future as the security actually ‘declines in price. Ifa fur- 
ther decline seems to be probable, the execution of the order will 
be delayed, in all probability, until the customer actually re- 
quests the house to deliver to him the securities which he 
ordered. The broker will then buy the securities at the then 
lower-price and will probably charge the customer the price 
at which the security order was supposed to be executed. In 
this way, considerable profits at times are said to be made. 
But prices do not always drop when expected; on the contrary, 
they often begin to rise. If those who run a bucket shop with- 
hold an order from a customer to purchase at a specified price, . 
and the price of the security begins to rise on the market, the 
house may stand to lose on the transaction. If a customer 
demands the securities which he has ordered at a specified price 
at a time when the market is rising, the bucket shop operators 
must make delivery, if possible; and this cannot be done under 
the conditions we have specified without the house standing a 
loss. Inasmuch as the amount of capital available to bucket 
shop operators is very largely that of its customers, a bucket 
shop runs the danger of having to fail on a rising market; 
whereas, as suggested above, its work is the more successful, 
other things being equal, on a falling market. 

According to the best information that is available, the New 
York Stock Exchange has endeavored to combat the activities 
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of the bucket shops. It would seem that those who run bucket 
shops often deal in securities that have been listed on the New 
York Stock Exchange. Consequently, for their most success- 
ful operations the ticker service is desirable. It seems that the 
New York Stock Exchange restricted the use of such tickers, 
as well as their location; and this has gone a long way, it is 
said, not only: toward limiting the business of bucket-shop 
operators in New York and elsewhere, but also, in many cases, 
toward closing up their offices. 

Exchanges Other than Security Exchanges.—It may be 
well to remind the reader here that organized markets have 
developed in this and in other countries for commodities of a 
type which are easily standardized, which markets frequently 
are called exchanges. Just as organized securities markets 
developed during the nineteenth century to meet changing eco- 
nomic conditions, so through a somewhat similar process or- 
ganized markets in such staple commodities as wheat (or other 
cereals), cotton, coffee, and rubber, have come into existence. 
Such markets usually bear the name of exchanges, as witnessed 
by the well-known terms, cotton exchange, corn exchange, 
metal exchange, and so on. Once in a while an exchange is so 
named that one would have no idea whatsoever that it was 
an exchange from simply hearing its name. For example, 
probably the most important cereal exchange in the world is 
the Chicago Board of Trade, although the name of this or- 
ganization does not betray its real business. 

The Economic Significance of Exchanges.—Before con- 
cluding this chapter, it seems advisable to refer briefly to what 
some have chosen to call the economic significance of the ex- 
changes. Inasmuch as practically all exchanges are highly 
organized markets, it would seem that they have certain funda- 
mental attributes in common and stand in certain distinct rela- 
tionships to the whole economic organization. This is probably 
just as true of the commodity exchanges as of the stock ex- 
changes. Some of the principal economic benefits resulting 
from such organized markets as the exchanges will now be 
mentioned." 


1 For a fuller discussion of organized markets and their economic functions, 
see Chapter XIV of Mrexer’s The Work of the Stock Exchange. 
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An outstanding advantage of the exchanges is that they pro- 
vide an almost instantaneous market for the securities or 
commodities in which they specialize. The desirability of 
having available an immediate market for standardized com- 
modities and high-grade securities can hardly be overestimated 
in the world of modern business. Everybody who has had any 
business experience whatsoever is quite aware of the advantage 
of being able to dispose, almost instantaneously, of certain 
things that are owned, in order that cash to a desired amount 
may be available in an emergency. Some would even go so 
far as to say that the ability to market securities and stand- 
ardized commodities at almost a moment’s notice means that 
their value to the owner who desires to liquidate them at once 
is considerably enhanced. Another alleged advantage of the 
exchanges—an advantage which has real merit—is that they 
tend in the long run to establish fairer prices for the things 
in which they deal than would be the case if exchanges did not 
exist. As someone wisely has said, in effect, the exchanges 
tend to balance the erratic course of prices. In such a wide 
market as that provided by an established exchange, the numer- 
ous persons aligned on the buying side of the market have a 
combined net result, through their competitive actions, of rais- 
ing the prices of the securities or commodities in which they 
are interested ; whereas the sellers who are lined up on the other 
side of the market (the selling side) have the combined net 
result of lowering prices. The actual price in any given market. 
at any given time is the result of the balancing of these oppos- 
ing forces, and the resultant, it would seem, is probably a fairer 
price than if the facilities of the particular market were not 
available. Again, largely because of the constant presence in 
any market of speculators, the price for any commodity or se- 
curity which has fluctuated somewhat from its fair price, based 
upon its intrinsic worth, tends to become corrected, and is made 
to conform more closely with its fair value. 

Another advantage of the exchanges that has been made 
much of is that they tend to put a check upon manipulation and 
artificial control. This is because of the ideal that constantly 
is being kept before those who control the policies of the ex- 
changes that these should always be, in the highest sense, free 
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and open markets. This means, it would seem, that the ex- 
changes are not to be dominated by the activities of one or two 
men who might desire to undertake to defeat the operation of 
economic forces as affecting prices. The term, free and open 
market, would seem to mean, further, that the trading trans- 
actions are not carried on secretly but are all open and above 
board. . 

Other alleged advantages of the exchanges are that their 
listed securities or commodities become easily negotiable as 
collateral for loans; that they are able to place a substantial 
check upon fraud; that they stabilize consumption and invest- 
ment as well; that they put a stimulus upon the flow of capital 
into industry, thus making capital available for the farmers and 
the manufacturers alike; that they make it easier to carry over 
for future consumption the present surplus of production; that 
they (especially the stock exchanges) have performed the al- 
most indispensable function of serving to forecast business 
conditions of the relatively near future. It is a matter of com- 
mon observation among those who know anything about gen- 
eral business conditions, that a business depression in the 
United States is usually anticipated beforehand by the stock 
market for a period of six months or more. Finally, it is 
claimed that organized markets enable interested parties to 
diminish the tremendous risks involved in industry and com- 
merce. This claim will now be given some attention. 

The Risk Factor in Business.— Uncertainty as to what will 
happen in the future is an ever-present situation that tends to 
upset human calculations. As someone has said, ‘To live 
and labor in uncertainty is the common lot of all men.” In 
other words, the risk element in life is ever present. There is 
always uncertainty or risk with regard to the future, whether 
one is concerned with health, accident, damage to property, 
movements of prices, or any one of a long list of other events. 

The risk factor in life or, more particularly, in one aspect 
of life alone, namely, business, is one of far-reaching signifi- 
cance. This has become more greatly appreciated during the 
last few years than ever before, with the result that students 
of economics and others have become greatly concerned with 
the matter. The subject is so broad that we can do little more 
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than mention it here. The particular application of risk and 
risk-bearing to the topics under consideration in this chapter 
relates, primarily, to the probable movement of prices of securi- 
ties and commodities dealt with on the exchanges. One of the 
ways for coping with risks which center around the future 
movement of prices of securities and standardized commodi- 
ties is for the uninitiated or non-specialist to throw his risks 
upon the shoulders of a certain class of specialists, namely, the 
speculators on the stock and commodity exchanges. Such spec- 
ulators are better informed with reference to the probable 
movement of prices than are conservative citizens who happen 
to own some particular stock or bond, or farmers or millers 
who know all of the details of their work but who know little 
of world conditions with respect to supply and demand of the 
particular commodity in which each may be interested. The 
various organized markets in securities and commodities enable 
security owners, producers and manufacturers, who are con- 
fronted with the uncertainties of the future with respect to 
prices in those things in which they are most vitally con- 
cerned, to transfer their risks to speculators in such markets. 
By so-doing, any such person either can avoid or place a limit 
to losses and thus unload onto the shoulders of others a great 
deal of the uncertainty concerning his particular interests. 


Chapter XXVIII 
SHORT-TERM BORROWING 


Owned versus Borrowed Capital_—All business enterprises 
require for their successful prosecution certain indispensable 
factors, of which capital plays a very important part. Land, 
labor, and capital are often called the essential factors of pro- 
duction, although without high-grade managerial ability in 
control of the enterprise it surely will be handicapped if not 
foredoomed to failure. The capital that is used may be vari- 
ously regarded, according to the viewpoint of the person mak- 
ing the study. Some of the capital is contributed by the owners 
or proprietors of the business enterprise in question; in extreme 
cases, practically all of the capital that is used in the under- 
taking represents contributions of the owners. But as we 
already have pointed out in Chapter XIV, business concerns 
long have followed the practice of borrowing. The motives 
prompting such action need not be repeated here. In the more 
elementary forms of business enterprises, such as proprietor- 
ships or partnerships, it is relatively easy to distinguish between 
the capital which has been contributed by the proprietor and 
that which has been borrowed. In a corporate organization, 
however, such distinction is not always clear. 

In general, it would be fair to say that in a typical corporate 
organization the capital which is contributed by the stock- 
holders is owned capital; whereas, in the same enterprise the 
various obligations, such as notes or bonds, which it happens 
at any time to have outstanding, represent borrowed capital. 
Chapter XIII was devoted to a consideration of capital stock as 
representative of the owned capital of a business organization, 
and several of the chapters which very soon followed were 
concerned with a discussion of representative forms of long- 
term borrowed capital, such as mortgage bonds, collateral trust 
bonds, and various other forms of obligations the names of 
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which need not be given here. In this chapter, attention will 
be directed, primarily, to a discussion of another form of bor- 
rowed capital which as yet has been treated but incidentally ; 
we refer to the various methods of short-term borrowing of 
which business enterprises avail themselves at times to great 
advantage. 

The distinction between short-term and long-term borrowing 
cannot always be made with a high degree of exactness. We 
should not be departing very much from the best business usage 
in saying that short-term borrowing represents obligations that 
have not, at the maximum, more than about four or five years 
to run. Long-term borrowing, on ‘the other hand, in a typical 
case, would be represented by obligations that run for a mini- 
mum of from fifteen to twenty years. As a matter of fact, 
there are relatively few credit obligations which run for the 
intervening period, namely, from six to fourteen years. Long- 
term borrowing, as we already have observed, was discussed 
at length in some of the foregoing chapters. Accordingly we 
proceed at once in this chapter, as the title indicates, to a con- 
sideration of short-term borrowing. A great deal of the short- 
term borrowing of a business concern is likely to be for the 
purpose of providing itself with adequate working capital. Let 
us turn now to its discussion. 

Working Capital—A classification of capital which is con- 
venient for certain purposes is that dividing it into fixed (or 
permanent) capital and working (or revolving or circulating) 
capital. The fixed capital of a business, as described on page 
166, is that which relatively permanently is invested in the 
enterprise; it is represented by the plant and equipment for 
carrying on the activities of the business unit in question. In 
general, it is fair to say that the money derived from the sale 
of capital stock * and that which is assembled also by the sale 
of relatively long-term obligations is likely to be invested in the 
plant and its equipment. If the fixed capital of a manufactur- 
ing concern, for example, is destroyed in any way, there will 
be wiped out that which enables it to function or to produce, 
namely, the physical plant and its equipment. 

Working capital, on the other hand, in the typical instance, 

* See, however, the discussion on pages 436-437. 
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is not permanently invested in the enterprise. Some have aptly 
called it revolving or circulating capital. It changes form 
frequently in most business organizations and may exist as 
partly manufactured goods today; of completely manufactured 
goods in a warehouse a week hence; of bills receivable a couple 
of weeks later, perhaps; of cash from ten to thirty days later ; 
of raw materials a few days later still; and, in a month or so 
more, it may have assumed the form again of semi-manu- 
factured or completely manufactured goods. Working capital 
is necessary to purchase raw materials and supplies, to enable 
the raw material to be converted by hand labor and machine 
processes into finished products (assuming that the concern in 
question is engaged in manufacturing), to put the manufac- 
tured goods upon the market, and to finance them until the cash 
is forthcoming from completed sales. Although the line of 
distinction between fixed and working capital is, at times, not 
easy to establishy it can, in the typical instance, be determined 
easily enough in its broad general outlines, it is hoped, as we 
have just undertaken to present the matter. 

Forms of Working Capital—We mentioned the fact that 
working capital might properly be designated as revolving or 
circulating capital, in that it may, in the typical case, change 
form both quickly and frequently, until in the process of time 
it comes back to its original form. It might be well at this 
point to make a list of some of the principal forms that work- 
ing capital may take, although these already have been fore- 
shadowed. In justice to others who have discussed this same 
matter, we must say that we claim no originality for this par- 
ticular list; the main items that others have recognized and 
which we endorse as being substantially correct, are as follows: 
(1) cash; (2) raw materials; (3) semi-manufactured goods; 
(4) finished goods; (5) accounts receivable; (6) bills re- 
ceivable; (7) investment securities, purchased because of their 
attractiveness as income yielders. 

Net Working Capital.—It may be noticed that the above 
list consists of items which are either actually in the form of 
cash or which, presumably, in a relatively short time may be 
converted into cash. It would be a great mistake, however, to 
assume that the amount of cash plus the cash value of other 
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items readily convertible into cash, will give a figure which 
represents in dollars and cents the amount of the working 
capital of any concern in question at a given time. This is an 
error that many people have fallen into, Bad which has resulted, 
in time, in financial embarrassment or disaster. The manage- 
ment of a business concern may have on hand a Sabsantial 
amount of cash or cashable assets and may feel, therefore, when 
examining these items, that the concern in question is well sup- 
plied with working capital. This would be the case if it had 
no liabilities to be taken care of within a short time. But if a 
business concern has outstanding a large amount in accounts 
payable and at the same time has borrowed liberally from the 
banks, and if it has other notes (those not in the hands of the 
bankers) which soon must be met, the net amount of cash or 
cashable assets may be very small. It would seem, therefore, 
that in order to determine the net amount of available working 
capital which a business organization has at any particular time, 
it is necessary to survey not only the various items which we 
listed above (numbers 1-7 inclusive), but there must be bal- 
anced off against and subtracted from these items the quick 
liabilities of the concern. If such quick liabilities in the form of 
accounts payable, short-time bank loans, and notes in the hands 
of creditors, equal the total value of the cash and cashable 
assets, the net amount of working capital of the business con- 
cern at that particular time is virtually zero. 

Before leaving this particular topic, it probably is best to 
anticipate that some of our readers may object to our more or 
less arbitrary handling of the concept of working capital. It 
may be argued first of all, that fundamentally there is no hard 
and fast distinction between the sources of fixed and working 
capital. To this in general we would agree. If one wished to 
state, without any qualifications whatsoever, that the working 
capital of a business concern is merely its current assets, we 
could largely agree with this idea. Nevertheless, for the sake 
of clearness we have chosen to handle the foregoing discussion 
under the head of net working capital rather arbitrarily, mainly 
for the purpose of stressing the point that a business concern, 
without considering its immediate needs for the payment of 
its quick liabilities might, if it were in the hands of an inex- 
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perienced business manager, easily soon finds itself in financial 
difficulties when, from a rather casual or superficial survey 
of the matter, it might consider that its working capital re- 
quirements for the near future were entirely adequate. In spite 
of anything that we have said heretofore or that may follow 
in the present chapter, we would agree that not all the working 
capital of all business concerns is raised by short-term borrow- 
ing. Some working capital, in some cases a great deal, is 
owned capital, although short-term borrowing often has to be 
resorted to for financing some special or unusual situation. 
Finally, it must of course be recognized, as we do later in this 
chapter, that the sources of working capital are not separate 
and distinct from the sources of fixed or permanent capital. 
Nevertheless, just as we featured in some of our earlier chap- 
ters the sources of fixed capital, so we shall feature here certain 
well-recognized sources of working capital. 

Adequate Working Capital Indispensable—-Some com- 
panies carry on their business with a relatively small amount 
of working capital; it is said that some possess virtually none 
at all. At the other extreme we find a goodly number of im- 
portant manufacturing concerns that keep perhaps as high as 
fifty per cent of their total capital in the form of working (or 
revolving or circulating) capital. There is unquestionably a 
very large percentage of business concerns that undertake to 
operate with insufficient working capital; and it would seem 
that this fact accounts for a great deal of business worry over 
current financial situations, many of which actually never come 
to a head as embarrassing predicaments but which always are 
imminent and just around the corner, so to speak. Some of 
these situations actually materialize and cause real trouble, at 
which times the business concern in question is in financial 
difficulty; and it may be brought to the verge of bankruptcy, 
perhaps even to bankruptcy itself. 

The necessity of adequate working capital can scarcely be 
overemphasized. Some of the oldest and most ably managed 
industrial enterprises of this country have at times been seri- 
ously embarrassed financially by falling into the error of having 
available too small an amount of working capital. In some 
cases this has been brought about as a result of a rapid expan- 
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sion of business prompted by a sudden new demand for their 
product. To meet such demand there was necessitated an in- 
creased investment of fixed capital; and financial trouble arose 
sooner or later because of the fact that the working capital 
of the concern, instead of being increased as the investment 
increased, was, in some cases, actually diminished. The crisis 
arose later when it was found that, in spite of a growing de- 
mand for the product, and in the face of a high-grade plant 
of great intrinsic and productive value, the concerns found 
themselves unable to pay their growing obligations. In some 
cases actual failure was precipitated; and although several 
causes doubtless contributed toward the failure, the lack of ade- 
quate working capital was either at the top or very high on the 
list of causes." , 

How Can a Concern’s Need for Working Capital Be De- 
termined?—This is a very difficult. question, and one that can 
be answered only in a general way. The size and character of 
the business that is being carried on are, perhaps, the outstand- 
ing factors governing the working capital requirements. If the 
business is very large, there are likely to be times when the 
working capital requirements will mount to large figures. Some 
concerns, because of the nature of their business, need a rela- 
tively large amount of working capital; others, a relatively 
small amount. All that we can undertake to do here is to set 
forth in a general way some of the factors influencing the 
working capital requirement of a business. This whole matter 
has been ably discussed by writers? on corporate or business 
finance, to whom acknowledgment is here made for their valu- 
able contributions to the literature of this subject, which con- 
tributions have been drawn upon in the discussion immediately 
following. 

One of the outstanding factors influencing the working capi- 
tal requirements of a manufacturing concern, for example, is 
the period of time that it takes to produce the product. As 

*Compare Loucu, Business Finance, pp. 357-361, and Dew1nc, Corporate 
Promotions and Reorganizations, pp. 165-200. 

*Loucu, W. H., Business Finance, Chapter XVII; Watker, W. H., 
Corporation Finance, pp. 210-211; Lrncoin, E. E., Applied Business Finance, 


especially Chapters XIV and XV; MacKrnsey and Meecu, Controlling the 
Finances of a Business, particularly Chapters IX, X, XI and XII. 
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everyone knows, capital is tied up in a product from the begin- 
ning of its manufacture until it is completed, sold, and paid 
for. If the length of period of manufacture of a certain prod- 
uct is from one to three or four years, it goes almost without 
saying that the working capital requirement of the concern 
which manufactures such a good must necessarily be great. 
Raw materials must be bought and put into the product, and a 
long time elapses before such elaborated raw materials can be 
converted into cash. In the meantime, a large sum of addi- 
tional money is being invested in the product in the form of 
wages, and the overhead is mounting as well. Outstanding 
examples of such manufactures are ships, houses, and office 
buildings. In many cases, goods which require a long period 
for production are paid for on the installment plan, payments 
beginning, perhaps, shortly .after the manufacture has been 
undertaken. In other cases, no payments are made until the 
product is completed and delivered. In the former instance the 
working capital requirement would, of course, be less than in 
the latter. A realty company that buys land in the suburbs of a 
city and pays for it in cash with a view to laying it out into 
building lots and developing it for homes, especially where it 
undertakes to construct houses and sell them upon completion 
or later, must have a large amount of working capital available. 
It is a well-known fact that a great deal of building at the pres- 
ent time is carried on by contractors. If no payments are to be 
made by the owners to the contractors until the contract is 
completed, it is evident that the contractor must have available 
ample working capital in order that his work may not be inter- 
rupted. Inexperienced contractors have at times fallen into the 
error of taking contracts without having available a sufficient 
amount of working capital. This explains the comment one 
often hears raised that business failures among contractors are 
relatively common. 

There are many lines of manufacture where the time that 
elapses between the purchase of the raw material and the 
disposal of the completed product for cash is relatively short. 
A tailor, for example, may be so managing his business that 
the goods which he buys at the beginning of a season are con- 
verted into suits and sold for cash within a few weeks from the 
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time of the purchase of the raw material. A successful baker 
is likely to find a relatively short period elapsing between the 
time when his flour and other raw materials are bought and 
when they are converted into bread and cakes soon to be finally 
disposed of. Between the extremes, as represented by the 
builder and contractor on the one hand and the tailor and baker 
on the other, the length of period of manufacture varies for 
different manufacturing establishments according to the char- 
acter of their respective outputs. In general, it is fair to say 
that, other things being equal, the longer the period of manu- 
facture the greater the working capital requirement; whereas 
the shorter the period of manufacture, the smaller the working 
capital requirement. 

The working capital requirement of a business is influenced 
by what is popularly known as its rate or rapidity of turnover. 
This topic, of course, is very closely related to the general sub- 
ject which we have just been discussing, namely, the length 
of time that it takes to produce the product. For the sake of 
clearness a statement should, perhaps, be made at once regard- 
ing what is generally understood by turnover. Without enter- 
ing into any technicalities, it may be said that the turnover 
of capital in any business is the number of times the amount 
of capital which is invested in working assets is turned over or 
traded in or utilized in a twelve-month period. It has been 
pointed out by keen students of this subject that the more 
often capital is turned, the greater the amount of business the 
concern in question can do with a specific amount of working 
capital. A news-stand, for example, that turns a great deal 
of its capital once or twice per. day in the daily paper, and 
practically all of the rest at intervals of a month or so, requires 
much less working capital for carrying on a considerable busi- 
ness than the dealer in some other line who is handling a 
product where the sales are both slow and irregular. In the 
latter case, in order for the dealer to make a substantial volume 
of sales, he will have to invest a considerable amount of work- 
ing capital in stocking up his establishment. 

Turnover has its practical applications both in merchandising 
and trading, and in manufacturing. A moment’s reflection on 
the part of the reader will bear us out in the statement that 
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if a merchandiser or trader should undertake to rent a store, 
stock it with goods for sale, and then undertake to carry on his 
business, he would find that practically all the capital which 
he would need to invest in the business, apart from that which 
would go to buy the necessary office furniture and equipment, 
would be invested in the goods which he would offer for sale. 
More than this, if the trader’s credit is good, it is quite possible 
that he can stock his shelves with goods purchased on credit, 
which he can sell and be paid for considerably before he himself 
actually has to pay for the goods. Under these conditions the 
amount of working capital required in such a business would 
be relatively unimportant; the trader’s credit takes the place 
of the usual provision for working capital. As a matter of 
fact, in certain lines of merchandising, trade credit is the out- 
standing source of all capital used in the business. In most 
lines of enterprise, however, the possibility of carrying on a 
business under the conditions just described are rather remote. 
In general, if a trader is carrying on a business where his 
shelves are cleaned from twelve to fifteen times per year, his 
working capital requirement will be much less than if he were 
engaged in a business where his shelves were cleaned on the 
average not oftener than once per year. As a rule, it is fair 
to say that a manufacturer carries a much smaller per cent 
of his total capital in the form of working capital than does a 
trader. We may summarize our discussion to this point of the 
factors influencing the working capital requirement of a busi- 
ness enterprise by saying that, with respect to manufacturing, 
other things being equal, the shorter the period of manufacture, 
the less will be the working capital requirement; and that as 
far as traders are concerned, other things being equal, the 
greater the rapidity of turnover, the less will be the direct need 
of working capital. Of course, also, it goes almost without say- 
ing that the size and character of the business being carried 
on are factors of the utmost importance in working capital 
calculations. 

Another factor influencing the working capital of a business 
concern is the sales system it follows. This can perhaps be 
discussed the better by considering along with it the terms 
upon which the same business organization purchases its sup- 
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plies. If a concern sells everything that it produces for cash 
and buys everything that it needs on credit, the working capital 
requirement on these counts alone would be strikingly different 
from what they would be if all goods were paid for with cash 
when bought, and sold upon a plan whereby credit is extended, 
let us say, for sixty days. There was a time, of course, when 
raw materials and other supplies were bought with cash and 
when goods were sold for cash; but in the typical business of 
the present day, a goodly proportion of the purchases are made 
on time; and, similarly, credit is extended when the goods that 
are manufactured are sold. It has come to be a rather general 
custom in this country, as almost everyone knows, for those 
who pay for their purchases with cash to be granted some re- 
duction on their bills over those who pay after the lapse of a 
few days or weeks. This is only another way of saying that 
it has become a rather widespread custom for those who have 
been sold goods upon credit to receive a reduction from the 
amount of the bill if the goods are paid for within a certain 
limited length of time. 

Still another factor influencing the requirements of a busi- 
ness concern for working capital is the regularity or lack of 
regularity of the business throughout the year. Some busi- 
nesses show great regularity of volume of sales through the 
different months of the year. On the other hand, there are 
certain classes of businesses which are seasonal in character, 
that is to say, there is a great variation in the volume of their 
business at different seasons of the year. A good example of 
a business which is almost entirely lacking in seasonal varia- 
tion is the grocery business, because people must eat whether 
it is spring, summer, autumn, or winter. Probably most 
people eat more in certain seasons than in others, and the type 
of food eaten is determined in part by the season of the year. 
Nevertheless, eating is the fundamental basis of the grocery 
business and it is not capable of being laid over from one 
season to another for special activity. 

In striking contrast with the grocery business is the business 
of the apple-buyer, whose activities are, of course, at a maxi- 
mum in the fall of each year and at a minimum in the spring 
and early summer. Again, those who manufacture grape juice 
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are engaged in a business which is highly seasonal in char- 
acter, inasmuch as the grapes must be bought when harvested 
which, in this country at least, is in two months in the early 
fall. It is clear, we hope, from what already has been said 
that different businesses differ greatly with respect to their 
regularity or irregularity of purchases and sales from season 
to season. It probably will be admitted by almost everyone 
who knows anything about the matter that in those lines of 
business where purchasing and selling are highly seasonal, 
other things being equal, a much larger working capital is 
necessary than in those lines of enterprise where the purchases 
of raw material and the sales of the final product are pretty 
evenly distributed throughout the twelve months of the year. 
We have now indicated, and given a brief discussion of, a 
few of the outstanding factors influencing the working capital 
requirements of business concerns, whether they be manufac- 
turing or trading*organizations. Other factors than those we 
have mentioned have an important significance in certain lines 
of enterprise. Companies that manufacture to order can op- 
erate on a relatively small amount of working capital, as 
contrasted with those that manufacture in advance of orders 
received. Those concerns that, for any reason whatsoever, find 
it necessary to buy their supplies for a long period of time in 
advance require an extraordinary amount of working capital 
for this particular purpose. It also has been claimed that if a 
merchandiser has to carry many lines of goods to meet the 
demands of his market, he is likely to find that certain of these 
lines do not turn over as fast as others, and this results in 
tying up a considerable amount of working capital in the less 
rapidly selling lines. Finally, many business concerns have 
testified to the necessity of having a large amount of working 
capital when, for any reason, there is great uncertainty with 
respect to the upward or downward movement of prices. 
Enough has now been said, perhaps, to indicate both in a 
general way and in specific instances that the working capital 
requirements of a business organization are pressing and that 
they vary in different lines of enterprise in accordance with 
such factors as those which we indicated. Let us turn now 
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to a consideration of the principal sources of working capital 
for business concerns. 

Sources of Working Capital—wWorking capital may be sup- 
plied to a business concern from various sources. Such sources 
are not entirely different or separate and apart from those 
which are tapped for the purpose of supplying a business con- 
cern with fixed or permanent capital, and which were given 
more or less consideration in previous chapters. The list of 
such sources is extensive and, of course, every method here 
listed is not available to every type of business concern. We 
are considering the question of the possible sources of work- 
ing capital from the general or theoretical standpoint rather 
than from the standpoint of any one particular type of busi- 
ness concern. Among the sources of working capital, most 
of which already have been the object of considerable dis- 
cussion by various writers on private finance, are the use of 
trade credit; the use of bank credit; the negotiating of a loan 
at a commercial bank or discount house by using accounts 
receivable as security for the loan; the turning or “plowing” 
back into the business of a portion of its earnings; the issuance 
of more stock, some of the proceeds of which might properly 
be used under certain conditions for working capital; the 
discounting of acceptances at the banks; the raising of funds 
on the part of certain classes of business organizations upon 
the security of warehouse receipts and bills of lading; and the 
use of open-market borrowing. 

Some of the sources of working capital which have here 
been listed already are well enough known to our readers and 
will, therefore, necessitate little or no comment. Others, how- 
ever, will require considerable discussion. 

Trade Credit—It may be well at the outset to state that 
trade credit should be carefully distinguished from bank credit. 
As everyone knows, bank credit has reference to the standing 
of individuals or business organizations at the commercial 
banks where they may wish at some time to negotiate loans. 
Trade credit has no direct relationship to bank credit, but it 
relates to the rather common practice that has developed in 
this country of the granting of the privilege to a buyer, if he 
so desires, of having goods which he wants delivered to him 
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at once, although the payment for them is deferred until some 
later time. It can readily be seen that when a dealer grants 
to a customer the privilege of paying for goods after they have 
been delivered to him, the dealer is virtually granting the cus- 
tomer a short-time loan. Inasmuch as transacting business on 
credit rather than with cash characterizes perhaps over ninety 
per cent of the business of this country, the granting of trade 
credit is one of the most usual forms of the short-time loan. 

There are many business enterprises today whose working 
capital is supplied very largely by the utilization of trade credit. 
A typical business organization of this kind would be repre- 
sented by a retailer who avails himself of all the trade credit 
he can get, and who sells goods bought on credit to customers 
under a system of payment whereby cash will be secured for 
the goods before the period, of credit granted to the retailer 
by the wholesalers has elapsed. Under our modern system of 
doing business, trade credit is utilized at times at every step 
in the distribution of commodities from the manufacturer to 
the final consumer. Probably it would be fair to say that the 
manufacturer depends much less upon trade credit for financing 
his transactions than any of the selling organizations which 
have interjected themselves between the manufacturer and the 
ultimate consumer. The latter may pay cash for the goods or 
he may have trade credit extended to him. The wholesaler 
is probably financed in part by trade credit, and the same is 
probably true to a greater or less extent of the jobber as well. 
When the ultimate consumer makes his payment for the goods, 
the retailer, if he has availed himself of trade credit, can then 
pay his bills. The same is true with the jobber and whole- 
saler. Payment of bills at any one point in the process of 
distribution is dependent to a greater or less degree upon the 
receiving of payment from others to whom trade credit has 
been granted. 

The importance of trade credit, as being virtually one of 
the prominent methods of short-term borrowing, may be illus- 
trated in the following way. Let us suppose that a business 
unit engaged in a retail enterprise sells only for spot cash, but 
that it avails itself of trade credit whenever possible. Let us 
assume further that this business unit has, on the average, 
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$250,000 of bills payable outstanding. If such business unit 
were forced at once to pay cash for everything that it buys 
rather than make its purchases on credit, it would be required 
to secure from some other sources at very short notice approxi- 
mately $250,000. In this case, it is obvious that working 
capital to the extent of $250,000, on the average, is being 
furnished to the business unit in question by those who seil 
the concern its goods. In other words, the concern’s creditors 
are virtually extending their loans to the business unit in 
question to the aggregate, on the average, of $250,000. 
Competition in marketing goods in this country is responsi- 
ble in large measure for the comparative ease with which trade 
credit may be obtained. As a rule, the person to whom trade 
credit has been granted has less worry when he finds himself 
unable to pay his bills on the exact date that he has agreed to 
pay them, than if such person had a note coming due at a 
commercial bank. As everyone knows, when the note comes 
due at the commercial bank it must be taken care of promptly 
unless one’s credit in the banking field becomes seriously im- 
paired. On the other hand, the failure to pay a bill on the 
part of a trade creditor is likely to be less disastrous. It does 
not mean necessarily that, as a result of being slow pay at 
times, further trade credit will be withdrawn. Nevertheless, 
it should be borne in mind that trade creditors at times are 
granted no more consideration at the hands of those whom 
they owe than if the relationship of the trade creditor were 
with the bank. In most cases it probably would be found upon 
analysis that, where leniency characterizes dealings with trade 
creditors, there is the motive of self-interest behind such action. 
Bank Credit.—The commercial banks have been aptly called 
the core of our financial system. When it comes to the actual 
process of short-term borrowing on the part of business enter- 
prises, the commercial banks figure prominently in such trans- 
actions. It is probably true that the most typical form of 
short-term borrowing in this country at the present day is 
from the commercial banks; such borrowing is very largely 
for working capital. Most business enterprises find it next to 
impossible to finance their respective businesses without the 
assistance of the commercial banks. We find, therefore, that 
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the typical business unit in this country is always concerned 
about its “line of credit” with one or more commercial banks. 
A line of credit, as someone has observed and as almost every- 
body knows, is not a loan. On the contrary, it is likely to be 
a more or less indefinite arrangement with a commercial bank 
under which the bank agrees to lend money to the business 
unit in question, subject to certain conditions, one of which 
is that the borrowing concern will not draw out of the bank 
the full deposit created by the loan, but that there will be 
maintained a balance representing a certain percentage (per- 
haps twenty) of the line of credit that has been established. 
Banking has become such an important and highly specialized 
part of our financial organization that any few statements that 
can be made here with respect to bank loans and bank credit 
will be entirely inadequate. .Nevertheless, a few observations 
with respect to bank credit as an outstanding source of work- 
ing capital for business concerns will be attempted. 

Lest the true function of commercial banks in relation to 
business enterprises be misunderstood, it may be well to state 
at the outset that commercial banks furnish, at times, a great 
deal of fixed or permanent capital to certain relatively high- 
grade business enterprises. Some have chosen to call this the 
furnishing of permanent working capital, as distinguished from 
ordinary working capital. The typical transaction we have in 
mind as illustrative of the point at issue is that where a busi- 
ness concern borrows heavily from a commercial bank, on 
short-term paper, to be sure, but where the total amount that 
the concern owes the bank at any time is large and practically 
always existent. It may be customary for such organization to 
have a complete settlement with the bank once in a while; but 
the funds for making such settlement usually are borrowed 
from some other bank. We see, therefore, that by the renewal 
of short-term loans the commercial banks virtually furnish 
long-time or relatively permanent capital to the business organi- 
zation in question rather than the ordinary short-term work- 
ing capital. 

It should also be mentioned in passing that there have been 
many cases where commercial banks have been the source of 
funds which avowedly have been used for fixed capital pur- 
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poses. It is probably true, however, that most bankers would 
not look with favor upon the loaning of considerable funds 
for fixed capital purposes unless there was good prospect of 
the loan being liquidated within a relatively short period of 
time and unless business in general was on the upward swing 
rather than on the decline. They also usually would be con- 
cerned with the probable future earning power of the business 
enterprise in which their money was used for fixed capital 
purposes. If these and other circumstances were favorable, 
it would seem that there would be no serious indiscretion in 
the funds of commerical banks being used at times for fixed 
capital purposes. 

A relatively common method of borrowing from commer- 
cial banks by high-grade business concerns is through the 
establishment first of a line of credit and then by the utilization 
of this credit by making short-term promissory notes and 
depositing them at the bank in question. Such a loan as this 
may properly be called an unsecured loan, in contrast with one 
that is negotiated by the pledging of collateral with the bank. 

The Discounting of Acceptances.—In order to discuss intelli- 
gently the raising of working capital on the part of a business 
concern by the discounting of acceptances, it is necessary to 
speak briefly first of the open account system of handling 
purchases and sales. Let us assume that a manufacturing 
corporation has agreed to sell Mr. X some of its goods from 
time to time on credit, and that no exact understanding has 
been reached between the two parties with respect to the terms 
of such credit. In the event that Mr. X does not pay his bills 
to the manufacturing corporation in question within a certain 
definite length of time, he cannot avail himself of the custom- 
ary discounts for prompt payment. But the goods will con- 
tinue to be delivered to him from time to time, and they will 
be charged to him with the understanding, of course, that they 
are to be paid for later. Under this plan Mr. X is virtually 
permitted by the manufacturing corporation to run an open 
account with the concern, which account is not paid, perhaps, 
for a considerable time. Such an account is unsecured and its 
payment depends very largely upon the way in which the pur- 
chaser views his business relations with his creditors. The 
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losses on account of open accounts are said not to be very 
great, although on the basis of “business is business” there 
are many objections that might be raised to this system of 
handling purchases and sales. 

Some years ago when the Federal Reserve Act was passed, 
a movement developed for the substitution of the trade accept- 
ance for the open account. As is well known, a trade acceptance 
is a draft drawn by the seller of a bill of goods upon the 
buyer; such draft accompanies the invoice, is formally ac- 
cepted by the buyer of the bill of goods, and is then returned 
to the business organization from which the goods were 
bought. Those who are familiar with current business usage 
and transactions will understand readily enough what is meant 
when we say that, when the creditor has been given a trade 
acceptance properly negotiated, it should serve to close the 
open account of the purchaser, provided, of course, that the 
amount of the trade acceptance corresponds with the amount 
that is owed on the open account. 

Although the trade acceptance is by no means a new credit 
instrument in the business world, it never made much head- 
way in this country. It was expected that reintroduction of 
the trade acceptance into American business with the passage 
of the Federal Reserve Act would be followed by its rather 
wide adoption. Those who wished to see this situation come 
about were largely disappointed because the trade acceptance 
did not become as popular as was anticipated. Some of the 
reasons that have been given for the failure of the trade 
acceptance to supplant the open account plan in financing pur- 
chases and sales are that the bankers lay stress upon the finan- ° 
cial condition both of the drawer of the trade acceptance and 
the acceptor, and are likely to hesitate to discount or to ad- 
vance money against trade acceptances unless the borrower on 
such acceptances has a satisfactory credit standing ; that through 
the use of the trade acceptance some business concerns are 
likely to be granted an extraordinarily long period of credit; 
that the acceptance as means for collecting a debt is unsatis- 
factory as compared with the granting of a liberal discount for 
cash if payment is made early and promptly; that the buyer 
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at times may have a good reason for wishing to return the 
goods to the seller, and that the trade acceptance places a 
hindrance in the event that the goods have to be returned; 
that the trade acceptance is not especially well adapted to the 
growing custom of installment selling. 

- Before leaving this topic it may be well, perhaps, to state 
that where a business concern has on hand a number of trade 
acceptances, it ordinarily can secure necessary working capital 
by taking these acceptances to a bank and getting them dis- 
counted. This is all right in theory; but in actual practice 
difficulties arise at times in getting ready advances of money 
from a bank for some of the reasons just given. It is, there- 
fore, not difficult to understand why the trade acceptance has 
not supplanted the open account system of financing sales. 

Working Capital Derived from Warehouse Receipts and Bills 
of Lading.—A business enterprise,which handles standardized 
staple commodities, such as cotton, tobacco, grains and certain 
other products, may secure loans of money from the commer- 
cial banks, under ordinary circumstances, by pledging as secu- 
rity for such loans warehouse receipts and bills of lading. It 
is not to be understood that all of the money so obtained 
might be used or actually is used for working capital; but it 
should not be overlooked that much capital for the general 
financing of certain lines of business is, as a matter of fact, 
obtained by pledging warehouse receipts and bills of lading 
as securities for loans. As a matter of actual practice, the 
bankers have to protect themselves by requiring a fair margin 
of safety on the collateral of the type here under considera- 
tion. This margin of safety is not standardized but depends 
upon several factors, such as the general stability or lack of 
stability in the price of the commodities pledged; upon the 
general credit standing of the person who negotiates the loan, 
and so on. 

Selling Capital Stock for Working Capital—Under most 
circumstances and with most corporations, the selling of addi- 
tional capital stock for the purpose of converting the proceeds 
into working capital is, to say the least, a questionable pro- 
cedure. A very high-grade and ably managed corporation, 
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however, might resort to a sale of stock for additional funds, 
no matter what the underlying purpose was for the use of the 
proceeds. An interesting case of selling stock to strengthen 
the working capital position of a corporate enterprise was re- 
ported not so long ago in the daily press. According to 
reports, the General Motors Corporation sold a new issue of 
seven-per-cent preferred stock in 1927 at $120 a share—the 
then approximate market price of the company’s preferred 
shares. It was announced that the stock was sold for the 
purpose of strengthening the working cash position of the Gen- 
eral Motors Corporation, inasmuch as with the rapidly ex- 
panding business, the company required very substantial 
amounts of cash for its current operations. The offering of 
the particular stock issue was reported to represent the first 
public financing the General Motors Corporation had resorted 
to in more than six years. 

Reinvestment of Earnings in a Business—Some corpora- 
tions have raised a large amount of capital by the setting 
aside of a portion of the earnings for the purpose of expand- 
ing the business, or, in general, to help finance it. It would 
seem, however, that in the typical instance, the capital so raised 
would be utilized more for fixed than for working capital. 
There are cases, of course, where it would be used for both 
purposes. This method of raising capital, whether it be for 
permanent investment or for working capital requirements, 
does not involve short-term borrowing either directly or indi- 
rectly. In this respect, therefore, this particular method of 
raising capital for a business differs from all others that we 
recently have been discussing. 

There are many business organizations that refer with pride 
to the fact that they have never resorted to any considerable 
amount of outside borrowing, either of the long-term or short- 
term type. They have grown entirely from within, as they 
say; and by this is meant that their growth has been financed 
entirely from the earnings of the enterprise. This particular 
method of raising capital for a business concern is dependent 
upon the action of the board of directors of the concern in 
question. One of the functions of such a board is properly 
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to dispose of surplus earnings. If they decide to set aside a 
portion of the earnings for reinvestment in the business rather 
than to pay out such earnings in the form of dividends, all 
that is required for this action is a vote on the part of the 
board of directors. It has often been pointed out by author- 
ities on private finance that the proportion of the net earn- 
ings which the directors may decide to keep in the business 
for reinvestment purposes should depend both upon the ease 
(or difficulty) with which outside money can be obtained, and 
upon the general character of the business enterprise that is 
being conducted. 

There are some who claim that if a business organization 
is being well managed there should never be paid out in any 
year as dividends to stockholders all of the earnings that are 
available for this purpose. One of the outstanding historical 
examples of the growth of an industrial enterprise out of 
surplus profits was the Carnegie Steel Company. So consist- 
ently and assiduously were surplus earnings turned back into 
that company by Mr. Carnegie and his associates that the 
Carnegie Steel Company, at the time of the formation of the 
United States Steel Corporation, had become so powerful a 
factor in the American world of iron and steel that it was 
almost taken for granted that it must become one of the 
constituent units of the United States Steel Corporation. More- 
over, the Carnegie Steel Company was so strong that it could 
come into the merger at virtually its own price. Other high- 
grade business enterprises of national reputation that are said 
to have grown from relatively small beginnings to large busi- 
ness enterprises very largely, if not solely, by the reinvestment 
of surplus earnings, are Marshall Field’s department store, 
John Wanamaker’s retail establishments, and the Baldwin 
Locomotive Works. It is probably true that, as a rule, the 
greater number of business enterprises in this country, large 
and small, that have expanded considerably with capital pro- 
vided solely from surplus earnings, are organized either as 
partnerships or close corporations. 

There still remain for consideration certain methods of 
short-term borrowing primarily for working capital needs 
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which will be treated somewhat more extensively than any of 
the methods already discussed. This seems desirable because, 
outside of a comparatively narrow circle, they are less well 
known than the methods discussed above. These will be the 
subject of the next chapter. 


Chapter XXIX 
SHORT-TERM BORROWING (Concluded) 


Certain important sources of capital, particularly of work- 
ing capital, were not discussed in the preceding chapter. They 
are properly classified under the head of short-term borrowing, 
and will be treated in the present chapter. We refer, particu- 
larly, to the securing of capital by the sale of notes through 
the agency of commercial paper houses, the raising of ready 
money by the discounting of receivables at a typical discount 
house, and the financing of automobiles by finance companies. 
These methods of short-term borrowing have come to play a 
very important part in the modern business world. They will 
be treated here in succession, commencing with an account of 
commercial paper houses. 


COMMERCIAL PAPER HOUSES* 


What Is Commercial Paper?—Among financial experts, 
commercial paper has come to have a definite technical mean- 
ing. It consists of unsecured promissory notes which, at cer- 
tain times, are issued to a considerable amount by business 
houses of various sorts. The proceeds of the sale of these 
notes, in the typical instance, are used to supply the issuing 
company with working capital. Almost everybody is familiar 
nowadays with the expression “open-market borrowing’’ and 
knows that certain companies at times “sell paper on the open 
market.” Open-market borrowing consists in borrowing con- 
siderable sums on promissory notes that are distributed through 
the agency of commercial paper houses rather than sold directly 


*Since this chapter was written, we have heard rumors in certain quarters 
that the business of commercial paper houses has been falling off substantially 
in very recent times. Even though there is something in the rumor, we are 
inclined to believe that it is merely a temporary situation resulting from the 
very unusual financial conditions in this country during the last few years. 
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to commercial banks. In other words, one borrows on the 
open market, as contrasted with borrowing at a bank, when 
he sells his paper to note brokers or commercial paper houses, 
as they have come to be called, rather than resort to the better- 
known plan of borrowing from a commercial bank. 

The Activities of Commercial Paper Houses.—Commercial 
paper houses. virtually market specialized securities, namely, 
short-term notes. For the sake of clearness, we may observe 
in passing that a commercial paper house does not sell capital 
stock, either when it originally is issued or after it has become 
“old.” Nor does the commercial paper house sell bonds as do 
investment banking institutions. Rather, commercial paper 
houses specialize in the distribution of short-term notes that 
are issued by certain companies after they have been in exist- 
ence for a considerable period of time, and after they have 
established a splendid reputation for honesty and integrity. 

Although commercial paper houses are being discussed in 
this chapter primarily to set forth a particular type of short- 
term borrowing that is available, in the typical instance, for 
raising working capital, we would not overlook the fact that 
they are, in the final analysis, a part of the machinery for 
marketing securities that was featured in Chapter XXII. 
We repeat, therefore, that commercial paper houses are, in a 
sense, a part of the organization that has been evolved for the 
marketing of securities and for supplying capital to the busi- 
ness interests of the nation, although the securities which they 
distribute are never “old” securities, but original issues of 
short-term notes. 

Business of Commercial Paper Houses Relatively Un- 
known.—Those who otherwise are well informed in business 
matters very often are comparatively ignorant of the functions 
performed by commercial paper houses. The same is true to 
a large degree of the activities of so-called discount, or finance, 
companies soon to be discussed. Even business men who never 
have had occasion to patronize commercial paper houses may 
be quite unaware of the services which they perform in the 
modern world of business. The explanation for this compara- 
tive ignorance of the work of this type of institution is ap- 
parent. In the first place, considering the numerous other 
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agencies of finance, such as commercial banks, investment 
banking institutions, and brokerage houses, the number of 
commercial paper houses is relatively small. There are only 
two or three dozen of the latter, as contrasted with thousands 
of the other types of financial organizations that were just 
instanced. In the second place, the rank and file of business 
units in this country have never done any business with com- 
mercial paper houses. In a recent year, the number of busi- 
ness organizations that had occasion to do business with the 
commercial paper houses of the country was less than 5,000. 
One authority has estimated that less than 10,000 business 
concerns of the United States ever have resorted to open- 
market borrowing. Moreover, commercial paper houses have 
come into prominence only within relatively recent times. 
There is little wonder, therefore, that their business is rela- 
tively unknown. 

Open-market Borrowing Not ‘Available to All Concerns. 
—There are many business concerns that, in all probability, 
have wished at one time or another to resort to open-market 
borrowing; but, upon investigation, a decision was made in 
a good many cases not to press the matter. This was not 
because they found anything wrong with open-market borrow- 
ing, as such, or with the commercial paper houses, but because 
they found that open-market borrowing is a privilege that is 
open only to a selected group of concerns. By this we mean 
that only those which can meet very searching tests may expect 
to be permitted to borrow on the open market through the 
agency of commercial paper houses. What are some of the 
tests? In the first place, only those business enterprises that 
are of relatively substantial size may expect to sell their com- 
mercial paper on the open market. For example, some of the 
larger higher-grade commercial paper houses hesitate to under- 
take to float an issue of unsecured notes for a concern whose 
net worth is less, approximately, than from $200,000 to 
$400,000. This statement is true, of course, only in a general 
way; for certain businesses, much smaller than those just in- 
stanced, which are known both to be ably managed and, in 
general, to be of very high-grade character, would be regarded 
as desirable clients by the larger commercial paper houses. 
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Ordinarily, however, the smaller concerns can have their short- 
term capital requirements easily cared for by the local com- 
mercial bankers. In the second place, open-market borrowing, 
as a rule, is not available to those who are engaged in certain 
lines of business. For example, those who either produce or 
merchandise what are technically known as highly stylish goods 
or luxuries generally are not regarded as desirable clients of 
commercial paper houses. Furthermore, where the rate of 
turnover of a business enterprise is extremely slow, open- 
market borrowing would not be found easy; the same is true 
of business enterprises engaged in lines of activity where prices 
have not, as yet, become well stabilized. Moreover, business 
units which recently have embarked in any line of business 
would find it difficult to raise working capital by selling their 
unsecured promissory notes on the open market. In general, 
only those business enterprises that have a relatively long and 
successful history-could expect to find the managers of a com- 
mercial paper house interested in any of their borrowing 
schemes. Finally, inasmuch as the principal customers of com- 
mercial paper houses are the commercial banks, a borrower 
must, in general, be able to meet the tests which would be set by 
a high-grade commercial banker, should the borrower go di- 
rectly to him for a loan rather than have recourse to the com- 
mercial paper house. But in fairness it should be stated that 
many commercial paper houses set their own standards, in cer- 
tain particulars, even higher than those of some commercial 
banks. Without going into details, we may say that a com- 
mercial paper house, knowing that its principal customers are, 
as we have indicated, commercial banks, would hesitate to un- 
dertake to float an issue of commercial paper unless the financial 
statement furnished by the prospective client shows liquidity of 
current assets, high quality of current assets, a record of high 
earning power, and other high-grade tests. Moreover, it must 
be absolutely certain that the notes can be paid by the borrowing 
concern at maturity; in other words, the paper unquestionably 
must be self-liquidating. Of course, it goes almost without say- 
ing that the reports of commercial agencies, of trade creditors 
and others, with respect to the prospective client, must all be of 
the highest order. In brief, it may be stated that only the 
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highest-grade, relatively large, and financially strong, business 
concerns, might hope to meet the requirements set by the better 
class of commercial paper houses when applying for their 
cooperation in floating an unsecured loan. 

Length of Period of the Loan.—Rarely is it found that 
notes which run for so short a period as one month are sold on 
the open market. Likewise, notes running for as long a period 
as twelve months are uncommon. It is said that the usual 
period of maturity ranges between two and six months, although 
the maturity date in the greater number of instances is said 
to be not far from four months. It is a well-known fact that 
the commercial paper house charges a commission for its serv- 
ices, which commission, whether the loan is for a shorter or 
a longer period, is in the neighborhood of one-quarter of one 
per cent of the principal sum of the loan. This being the case, 
it is obvious that on this count alone it is to the interests of 
the borrowing concern to have its notes run for a relatively 
long period rather than for a relatively short period. The 
commercial paper house, on the other hand, if motivated purely 
by self-interest, would tend to encourage its clients to borrow 
for relatively short periods of time and at relatively frequent 
intervals. One thing is clear, however, that in all cases of 
open-market borrowing, the length of time that the loan runs 
is a relatively short time, so that borrowing on the open market 
in one hundred per cent of the cases is short-term borrowing, 
pure and simple. 

Principal Sum Borrowed.—The typical large-sized com- 
mercial paper house is not likely to handle a loan of less than 
$250,000, and in a goodly proportion of the cases the principal 
sum of the loan is likely to run anywhere between half a 
million and a million dollars. These figures are only approxi- 
mately correct and are designed solely to illustrate the fact 
that loans of small amounts such as $25,000 or $50,000 are 
unusual, if not altogether out of the question, unless the bor- 
rower resorts either to the smaller houses or to the so-called 
note broker, who is likely to carry on a much smaller and a 
more local business than the typical commercial paper house. 

We have just referred to the principal sum of the loan; but 
the reader should be reminded that it is practically always 
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broken up into units, running from $2,500 at the minimum 
to $10,000 or more at the maximum. Probably the most com- 
mon unit would be either of $5,000 or $10,000 denomination. 
In this matter of breaking the principal sum up into units for 
marketing purposes, we are reminded of a similar practice in 
the mortgage field. Most of our readers are familiar with 
the fact that certain houses that handle real estate mortgages are 
in the habit of offering mortgage notes, based upon real estate 
as security, in denominations of relatively small amounts, run- 
ning from a few hundred dollars upward to a thousand or more. 
In general, it is fair to say that the unit in open-market borrow- 
ing is considerably greater than the unit of the real estate mort- 
gage house of the type here referred to. 

Nature of Typical Commercial Paper.—The concern that 
borrows $500,000, let us say, on the open market is pretty 
certain, as we have suggested, to issue several notes rather 
than one. Assumimg in this particular case that the unit of 
the note issue is $5,000, and that all notes are of the same 
denomination, the borrowing company would sign one hundred 
different notes. Usually these are drawn payable to the order 
of X, assuming that X is the name of the borrowing company. 
The notes would be both signed and endorsed in blank by X. 
It is common for a commercial bank to be named, at which 
such notes would be payable upon maturity. It would seem 
that care is taken not to make the notes payable to bearer, 
as this would be both awkward and dangerous in case the 
notes were lost or stolen. Notes of the highest-grade borrow- 
ing concerns are unendorsed, other than as indicated above. 
Sometimes, however, commercial paper is endorsed either by 
some officer of the borrowing company who is well-off finan- 
cially or perhaps by some other company which simply accom- 
modates the borrowing concern. In general, however, it would 
be fair to say that most of the prime commercial paper is 
unendorsed. 

Relation of the Commercial Paper House to the Issue.— 
It is not customary for the commercial paper house to assume 
responsibility for the commercial paper which it sells; in other 
words, it does not guarantee to the customer that the notes 
will be paid upon maturity. Inasmuch, however, as the reputa- 
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tion of the commercial paper house is at stake, it exercises 
every possible precaution in selecting the best commercial paper 
to sell to its customers. There are cases, of course, where 
those who handle commercial paper may, for personal reasons, 
endorse certain issues of the notes they sell. This constitutes 
the exception, however. 

There seems to be no standardized plan used by commercial 
paper houses in handling the commercial paper of its bor- 
rowers. It would seem that originally the house acted merely 
as the agent of the borrower and received a commission on the 
transactions which it completed. The house itself did not 
undertake actually to purchase the notes. Frequently, nowa- 
days, the commercial paper house, to all intents and purposes, 
buys the commercial paper from the issuing house. It then 
pays over to the latter the net proceeds of the issue, which 
consists, ordinarily, of the principal sum borrowed, less the 
commission of approximately one-quarter of one per cent and 
minus also the discount on the principal sum borrowed at the 
agreed rate of interest. This general plan is by no means 
uniform, because there are instances where the commercial 
paper house, though technically buying the notes of the bor- 
rowing concern, hands over at once to the borrower only a 
fraction of the net proceeds of the loan, the balance being 
paid after the notes have actually been disposed of by the 
commercial paper house. Commercial paper is bought also on 
“consignment,” a plan whereby the notes are prepared and 
handed to the commercial paper house for sale as occasion 
arises. This plan is very similar to the earliest method of 
handling borrowers’ notes, outlined elsewhere. The commer- 
cial paper house, particularly when it actually buys the notes 
of the borrowing concern and hands over at once the net 
proceeds of the loan to the borrower, is likely to find it neces- 
sary to use these notes as collateral for negotiating a loan at 
a commercial bank. It is possible thus to borrow upon these 
notes, it is said, something like ninety per cent of their face 
value. Such a loan at a commercial bank would, of course, be 
self-liquidating, for it can be paid off easily when the notes 
finally have been distributed to the ultimate purchasers. 
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Market for Commercial Paper.—Most of the commercial 
paper is disposed of, it is said, to private individuals, educa- 
tional and other types of security-buying institutions, and 
banks. In general, practically all persons or organizations 
that have temporary funds to invest are prospective purchasers 
of high-grade commercial paper. Lists of commercial paper 
available to prospective purchasers are prepared, it is said, at 
frequent intervals by commercial paper houses and mailed out 
to those whose names appear on carefully prepared lists of 
potential buyers. When money is easy, commercial paper can 
be disposed of through the channels here indicated without 
any great difficulty. At times, salesmen have to be sent out 
on the road to close the deals with their customers. It is more 
or less common nowadays for a commercial paper house to sell 
paper to a commercial bank with the understanding that if, 
upon investigation, it is found that the notes are not desired 
by the bank, they may be returned to the commercial paper 
house within a certain number of days. 

Alleged Advantages and Disadvantages of Open-market 
Borrowing.—Considering first the advantages of open-market 
borrowing, it has been claimed that the house that sells com- 
mercial paper is likely to borrow at a lower rate of interest 
than can be obtained at a commercial bank. It is doubtful if, 
in the long run, this claim conforms to the actual facts. In 
some cases the nominal rate of interest on commercial paper is 
lower than that charged by the banks, due, in all probability, 
to the relatively wide market that is reached by the commercial 
paper. It is questionable, however, whether the actual rate of 
interest to the borrower in the open market is not fully equal to 
that charged by the commercial banks, especially when the 
brokerage charge of the commercial paper house of approxi- 
mately one-quarter of one per cent is taken into consideration. 
Another alleged advantage of borrowing on the open market 
is that by so doing the borrowing concern can fall back upon 
its commercial bank for the utilization of its line of credit 
there for emergency purposes. Again, it is urged that open- 
market borrowing is necessary in those cases where a com- 
mercial bank is not big enough to supply all of the credit needs 
of its larger customers. This may have been a valid argument 
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some time ago, but the movement toward consolidation among 
commercial banks into larger and larger units nullified, to a 
large degree, this particular advantage of open-market borrow- 
ing. There are many other alleged advantages, only one of 
which will be instanced. It is claimed that borrowing on the 
open market has a tendency, because of the possibility of sell- 
ing commercial paper over a wide geographical area, to exert 
a strong influence toward a single national rate of interest on 
loans of any particular type. If this means that capital would, 
as a consequence, tend to flow to those parts of the country 
where it is most needed, this claim, if valid, has considerable 
merit. 

Turning now to the disadvantages of open-market borrow- 
ing, it has been claimed that it leads to more or less independ- 
ence from the local'commercial banks and that this is a very 
bad thing, particularly when their help is needed in times of 
great emergency. Another disadvantage that at times is made 
a great deal of is the claim that a concern that can qualify for 
open-market borrowing soon finds it very easy to continue to 
sell its notes on the open market, with the resulting tendency 
that it will be able to secure capital far too easily for unwar- 
ranted expansion. It is not a good thing for any business 
to grow too fast; but open-market borrowing may result in 
time, it is claimed, in financial disaster due to over-expansion. 
Another alleged disadvantage is that open-market borrowing 
gives a company advertising which is not enviable. A concern 
whose note offerings are frequent is likely to have its affairs 
pried into too strenuously. Sometimes whisperings and rumors 
are started regarding such concerns which in time result, it is 
said, to their great disadvantage. It should not be overlooked, 
however, that there are those who claim that the advertising 
that is given to a business concern that borrows frequently 
on the open market results on the whole to a net advantage 
rather than disadvantage. 


DISCOUNTING RECEIVABLES 


The remainder of this chapter will be concerned mainly with 
an account of the services performed by so-called finance, dis- 
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count, or credit companies. These comprise a group of rela- 
tively new financial organizations other than banks, brokerage, 
or commercial paper houses. They have been called into 
existence in general since the year 1900, very largely for the 
purpose of meeting the twentieth-century needs in financing 
modern business. The marvelous expansion of the credit sys- 
tem and of installment selling have been important factors in 
their establishment. The advent of the automobile and the 
large place it now occupies in American life and in the world 
at large, is perhaps the most important single factor in creat- 
ing business for this specialized group of finance and allied 
companies. 

Some of these concerns are relatively large and operate 
over an extensive field; whereas others are small and their 
interests are predominantly local. Very substantial companies 
have come to specialize in two outstanding fields—the discount- 
ing of receivables and the financing of automobiles. Smaller 
concerns are engaged in advancing money to dealers to enable 
them to sell on the installment plan various sorts of goods 
including household utensils, electrical equipment, refrigerators, 
musical instruments, furniture, and so on. Other forms of 
financing are undertaken by the companies here under consider- 
ation, but enough has been said, we hope, to convey to the 
reader the general line of work which they follow. Let us 
proceed now to a consideration of the activities of one particu- 
lar type of finance company, namely, the type that has come 
to specialize primarily in discounting receivables or, as some 
have chosen to describe it, in discounting or in purchasing 
open accounts receivable. 

Borrowing on Receivables Becoming Common.—lIt is be- 
coming a relatively common practice for business concerns to 
pledge their receivables as security for a short-time loan, pre- 
sumably for working capital purposes. Sometimes accounts 
receivable are actually sold; in other cases a firm’s receivables, 
in whole or part, are merely discounted. Other terms that are 
commonly used in connection with this general type of trans- 
action are hypothecating, or pledging, or assigning the receiv- 
ables. A company’s receivables that are discounted or pledged 
or sold may consist either of accounts, notes, or acceptances. 
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When a concern’s accounts receivables are actually purchased 
by a discount company, the debtor may be informed that his 
account has been sold to a specified discount company to which 
payment eventually is to be made; or he may not be advised of 
the sale or assignment of the account. The former is calied 
the notification plan, the latter the non-notification plan. 

Accounts in Some Lines of Business Preferred Over 
Others.—It is said that the great majority of discount com- 
panies either exclude altogether the discounting of the receiv- 
ables of all concerns engaged in certain lines of enterprise or 
they take on certain accounts in these particular lines with 
reluctance. Some discount companies are not interested at 
all in doing business with a company whose lines embrace 
musical instruments or luxuries. Other companies look upon 
the accounts which involve jewelry, or jewels, or furs as un- 
desirable. It is reported that one discount company is not 
interested in the accounts of a concern which has but few 
customers. Some companies, it is said, reject all propositions 
for discounting receivables from concerns that are not given 
very high credit rating by the principal credit rating agencies. 
Once a business concern has made connections with a discount 
company, it is said that there seems to be a tendency for the 
relationship to continue, although it is believed the necessity 
of maintaining contact with a discount company is likely to 
be outgrown in time by business concerns of the highest 
order. 

The Technique in Discounting Receivables.—This is not 
the place to go into minute details in this matter, but a few 
general statements may not be out of place. When a discount 
company undertakes to discount the receivables of a business 
concern, it is usual for a sum equal to about seventy-five to 
eighty per cent of the face value of the receivables to be ad- 
vanced to the business concern in question; as the accounts are 
paid off, it receives the unpaid balance from the discount house. 

The receivables usually are sold or discounted under a con- 
tract which covers a great many points. Some of the princi- 
pal items are the fees to be paid to the discount house; the 
time on which payment must be made by the discount house; 
the arrangements governing such essential matters as the trans- 
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mission on the part of the selling company to the discount 
house of all notes, drafts, or checks which are given in pay- 
ment of any receivables covered by the contract; and the under- 
standing concerning the granting of the power of attorney to 
the discount company. 

The Cost of Discounting Receivables.—Probably the most 
customary charge made by the houses that discount receivables 
is 1/25th of one per cent per day on the net principal sum 
of the receivables discounted. In addition to this, there is a 
flat charge of four dollars per $1,000 on the initial $100,000 
of receivables discounted in any twelve-month period. Inas- 
much as the company whose receivables are being discounted is 
likely to have advanced to it only about seventy-five or eighty 
per cent of the principal sum of the receivables in question, the 
actual rate charged is considerably greater than the apparent 
rate. A great deal of “‘service’’ on the part of the discount 
company is at the disposal of its customers, for which no 
separate charge is made. 

Who Finances the Discount Company?—Such concerns 
have, of course, a certain amount of capital of their own; but 
it may well be that this will need to be supplemented by other 
capital if any considerable volume of business is to be done. 
Discount companies, in borrowing capital, avail themselves of 
several sources, including the open market, commercial banks, 
and private individuals. The last-mentioned source is said to 
be of relatively minor importance. Discount companies bor- 
row most commonly, it is said, by means of the collateral 
trust note. A trustee (usually a trust company) is designated, 
with whom is pledged the receivables handled by the discount 
company. The collateral trust notes run for one to twelve 
months, the most usual duration being about six months; the 
rate of interest varies, of course, with the current money 
market and the general credit standing of the particular dis- 
count company. A discount company doing a big business 
is likely to arrange in different centers with some particular 
bank to be its depository bank. These are said to be the most 
important markets for the notes of discount companies out- 
side of the open market. 
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FINANCING THE DISTRIBUTION OF AUTOMOBILES 


We already have referred to the fact that those who dis- 
tribute various sorts of goods on the installment plan are able 
to resort to credit and discount companies either to liquidate 
the contracts under which such goods have been sold or to 
receive advances against such contracts. This is not the place 
to enter into the procedure covering these cases. Automo- 
biles, however, have come to occupy such an important position 
in the life of the American people that it may not be amiss 
to comment briefly upon the system that has developed in 
financing their distribution. 

Financing the Dealer’s Relationship to the Manufacturer. 
—The sales of automobiles are financed nowadays very largely 
under one of two different plans. These plans are usually 
spoken of as the wholesale plan and the retail plan. Accord- 
ing to the former, the automobile-financing company performs 
the important function of advancing money to assist the dealer 
in securing automobiles from the manufacturer. According to 
the latter, credit is extended to the ultimate purchaser of an 
automobile who buys it from the dealer on the installment plan, 
the automobile-financing company enabling the dealer to carry 
on a much more extensive business than if he were using only 
his own capital. Let us consider first of all the so-called whole- 
sale plan of the automobile-financing companies. 

The advances of money to finance the dealer in his relation- 
ships with the manufacturer are often spoken of, as already 
suggested, as wholesale advances. It seems to be rather com- 
mon among the larger financing concerns to advance the dealer 
from eighty to ninety per cent of the wholesale price of the 
particular types of passenger cars in which he deals. Advances 
made on trucks are said to be something like ten per cent less 
than those made on passenger cars, such discrimination against 
the trucks being due, it is said, both to their heavier deprecia- 
tion and their slower market, as contrasted with passenger cars. 
The loans or advances made by the financing companies are 
based in the majority of cases, it is said, upon the promissory 
notes or acceptances of the dealer. The security behind the 
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loan is a chattel mortgage where the cars already are on the 
dealer’s floor, or a warehouse receipt in case the goods are 
stored in a public warehouse. The paper runs, it is said, from 
thirty to one hundred and twenty days, at the extremes, al- 
though the most common period of maturity is probably from 
sixty to ninety days. It is said that the season of the year 
has a good deal to do with the length of time that the notes 
have to run, the period being longer in the early winter when 
business is slowing up than in the early spring or surnmer 
when the dealer’s business is likely to be increasing. Some 
automobile-financing companies follow the plan of choosing a 
trustee with whom the notes received from the dealers are 
pledged as security for collateral trust notes which are issued 
against this collateral. This plan is similar, it will be observed, 
to that described above, in some cases, in open-market bor- 
rowing. 

Financing the Dealer’s Relationship with the Consumer. 
—This, it will be observed, is the second (or retail) plan of 
financing the distribution of automobiles which recently was 
referred to. It is based almost exclusively upon the fact that 
the buying of automobiles on the installment plan has become 
the vogue. 

Retail automobile-financing companies, in making advances 
to dealers to help them to finance installinent sales, base the 
percentage of their advances upon the retail price of the car. 
It will be recalled that under the wholesale plan just discussed, 
the percentage of the advance to the dealer was based upon 
the wholesale price of the automobile. It may happen that the 
amount of money advanced to a dealer to finance a certain 
car that has been sold to a customer on the installment plan 
may be approximately equal to the amount that has been ad- 
vanced to him on the same car for the purpose of financing 
his relationship with the manufacturer. Assuming this to be 
the case, the percentage of the advance based on the retail price 
would, of course, be smaller than the percentage advancement 
where this is based on the wholesale price. It goes almost 
without saying that the charges of the finance company in 
connection with the installment sales are likely to be added 
to the selling price of the car based upon the principle of cash 
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on delivery. The result is that some dealers have both a 
cash price and a time price for the same car. It is usual, under 
the installment plan of purchase and sale, for the customer to 
pay the dealer somewhere between a quarter and a half of the 
retail time price of the car in question upon its delivery. At 
the same time, the consumer signs a series of installment notes 
which are passed over to the dealer. It is usual for these notes 
to be disposed of to the discount company, the latter being 
secured by a lease, or conditional sale or chattel mortgage on 
the car in question. Very often the installment notes of the 
purchaser are endorsed by the dealer before being passed over 
to the discount company. It is difficult to make any general 
statement with respect to the cost of utilizing the services of 
the automobile-financing company in disposing of automobiles 
on the installment plan. There is probably paid for the capital 
of the discount company somewhere between fifteen and 
twenty-five per cent per year; and, as already has been inti- 
mated, the cost of the service of the financing company is very 
likely to be borne by the purchaser of the car. 


Chapter XXX 
NET INCOME AND ITS DETERMINATION 


Introductory Note.—Most of the preceding chapters have 
dealt with problems concerning the organization and finance 
of various forms of business enterprises, particularly the cor- 
poration. But business enterprises are brought into existence, 
or at least they should be, primarily for the purpose of carry- 
ing on one or more lines of work in the hope that profits will 
be earned for their owners. There are some who believe that 
the sole purpose for earning profits on the part of a business 
enterprise is to pay dividends to the owners. This, of course, 
is a very laudable motive; but one equally as important as that 
just mentioned is to build up the assets of the business by 
turning back the profits into the enterprise in the hope that 
by resorting to such a policy, the earnings of the enterprise will 
ultimately be made the greater. Such a policy for the utiliza- 
tion of profits results, of course, in increasing the stockholders’ 
equity in the business, and in an increase also of the security 
for the company’s debts, in case there are any. Another laud- 
able purpose for which the profits of a business may be used 
is for setting up reserves of various kinds in anticipation of 
such certain future payments as taxes or insurance, or for vari- 
ous other well-recognized contingencies.* 

What Is Net Income?—Before proceeding further, it may 
be well to state the meaning of net income or profits, as the 
terms will be used here. A good working conception of profits 
in the administration of business enterprises is that’ which con- 
ceives of them as the net income of the concern in question 
which remains after proper deductions have been made for 
various classes of expenses. What these deductions are, we 
presently shall see. With this general idea of net income in 
mind, let us proceed to the consideration of a practical method 

+See pp. 470-475: 
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for its determination. In this matter, not all business enter- 
prises follow the same plan. The general scheme presented 
below is followed by many business concerns, sometimes with 
variation here and there, in preparing their income statements 
for insertion in their annual reports to their stockholders. It 
should not be overlooked that it is largely a matter of account- 
ing policy that determines the plan to be followed in arriving 
at the net income of a business concern. Nevertheless, as 
various keen writers already have pointed out, the determina- 
tion of income is both a financial and an accounting problem; 
so here is the reason why, in a book devoted primarily to the 
financing of business enterprises, we have deemed it wise to 
give a brief discussion of the procedure likely to be followed 
in arriving at net income. 

How Various Companies Arrive at Net Income.—We have 
before us a chart illustrating a conventional plan of arriving 
at net income and surplus for a hypothetical corporation. For 
the sake of convenience, let us call it the XYZ company. 


STATEMENT OF INCOME OF THE XYZ COMPANY FOR THE YEAR ENDED 
DECEMBER 31, 1928 


Gross;Harningsetg. ont. occ toatacccn ect ere ere $30,000,000 
— Operating (EXPenSes) ant ite ela ste eter ere eke ere 25,000,000 
Earnings from Operation (or Gross Profits)........... $ 5,000,000 
— Maintenance, Depreciation, etc. .........-........... 2, 500,000 
Net Earnings from Operation (or Net Profits)......... $ 2,500,000 
a OtherIncome nic cto ce aa ae aed cole ee CO See Lae 500,000 
otal Netelncome st icrra ecto eec oeic MERC eee $ 3,000,000 
sri niterest aA GxeS (OUC c.f os yucca cig es caer eet eel een ree 500,000 
Stockholders’ Surplus for the year........55......... $ 2,500,000 


The stockholders’ surplus may be appropriated by 
the Directors for special reserves, improvements, 
expansion, dividends, etc. 


rau RESELY CS Ole LaxCs (UC. aati cannes teen te $500 , 000 
= Improvementsnn+ oi aaae ccna eel en oe 500 ,000 I, 000,000 
Surplus available for dividends...................... $ 1,500,000 


NOTE. The minus and plus signs indicate, in each particular 
case, subtraction or addition. 
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Income Account of Westinghouse Electric and Manufac- 
turing Company.—It is our intention now to present, mainly 
for purposes of comparison, the income or allied statements of 
certain well-known business enterprises of different kinds, com- 
mencing with the Westinghouse Electric and Manufacturing 
Company. 


WESTINGHOUSE ELECTRIC & MANUFACTURING COMPANY AND ITS PROPRIE- 
TARY COMPANIES IN THE UNITED StTaTEs ! 


Consolidated Statement of Income and Profit and Loss for the Year 
Ended March 31, 1920 
GROSS EARNINGS: 
Sales! Billed Meise cece a ssc stats $136,052,091 .63 
COST OF SALES: 
Factory Cost, including all Expendi- 
tures for Patterns, Dies, New 
Small Tools and Other Better- 
ments and Extensions; also depre- 
ciations of Property and Plant, 
Inventory Adjustments and all 
Selling, Administration, General 
and Development Expenses and 


ele axes tematic wees cose > 120,972,261. 53 
NET MANUFACTURING PROFIT ........ $ 15,079,830.10 
OTHER INCOME: 
linterestacmcs Discounts rete aeeree $ 464,573.95 
Dividends and Interest on Sundry 
Stocks and Bonds Owned....... I,004,751.56 
Miscellaneous—Royalties, etc. .... 252,008.23 1,721,333-74 
GROSS INCOME FROM ALL SOURCES.... $ 16,801, 163.84 


DEDUCTIONS FROM INCOME: 
Interest on Bonds and Debentures. $ 384,279.46 
Interest on One-year Notes and 


Other Notes Payable........... 895,611.15 
IMAscellancoustemmene tite tients sot 314,931-96 $ 1,594,822.57| 


NET INCOME AVAILABLE FOR DIVIDENDS 
AND OTHER PURPOSES..........- $ 15, 2008341 27 
PROFIT AND LOSS CREDITS: 
Profit and Loss—Surplus, March 31, 


TOL Orne ere are eens eleven sere ——- 35947,732.30 
GROSS SURPLUS Henrie iio ares Deo S ARNOT 35/7) 


1BRrom Annual Report to the Stockholders, March 31, 1920. 
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PROFIT AND LOSS CHARGES: 
Dividendson Preferred CapitalStock $ 319,896.00 
Dividendson Common CapitalStock 5,665,002.67 
Losses on Sales of Liberty Bonds, 
Electric Holdings Ltd., Deben- 


hires setes(Net\iG. detain oe 610,124.05 
Adjustment of Property and Plant 
FA CCOUN Te ee eee nema carer eae Tk23 5257930 47 5718,310.02 
SURPLUS, per Balance Sheet......... $ 43,435,703.55 


The Studebaker Corporation.—In further illustration of 
the plan followed by different forms of business enterprises in 
arriving at profits and surplus for a given period, we have 
extracted from the Thirteenth Annual Report of the Stude- 
baker Corporation (page 13) a part of its consolidated profit 
and loss and surplus account for the year ended December 31st, 
1923. 

CONSOLIDATED PROFIT AND LOSS AND SURPLUS ACCOUNT 
For the Year Ended December 31, 1923 


CAR STATISTICS: 


INforenloreso-oh: (Caras) 12iRoyekbKeee 5 poop acacucuceedaudee 150,192 
INumbernoli@ars: Sold Aeris verte eee 145,167 
NET SALES sccse sista eg toieteSieede Rots ticks COENEN Tou ieee $166, 153,683.28 


Deduct: Cost of Manufacturing, including Reserve 
for Depreciation ($1,141,045.00), Selling and Gen- 


eral EXpense sarin ences Uo nes Deiat arees 145,845,878. 51 

Neti Harminos it sepus sens ark alons oe eer Pe Certo $ 20,307 ,804.77 

Ade daterests Received ... 5, <sc.s.+.0 snbomieceniog 2 cai 606,936.18 

Net Profits before Deducting Income Taxes........ $ 20,914,740.95 

Deduct: Income Taxes in United States and Canada 225 5 LosOO 

NETSRROVDES FORSTHE VICAR. cui... pice oie urelsate flaute risers $ 18,342,222.95 

Deduct: Dividends Paid 

Preferred Stock 7%......... 638,750.00 
Common Stock 10%........ 7, 500,000.00 

TE OtAL Seay irises Host eee ve Sem oes eos ante $ 8,138,750.00 

Balance, transferred to Surplus Account............. $ 10, 203,472.95 


The Celotex Company.—The last company whose statements 
will be appealed to for the purpose of giving practical illustra- 
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tions of the general way in which high-grade business enter- 
prises determine their net income, is The Celotex Company, 


Chicago, Illinois. 


The following statement is extracted from 


a circular of the Chicago Stock Exchange. The plan followed 
by The Celotex Company of showing how its net income is 
derived is in accordance, we are told, with the best accounting 


practice. 


THE CELOTEX COMPANY, 


CHICAGO, ILLINOIS 


Prorit AND Loss Account FoR YEAR ENDED OCTOBER 31, 1926 


Gross SalestofiGelotex. Fi LGiai tie. e $7 722,144.06 
Deduct Freight, Returns, Allowances 

aml Ge WISCOMMLS i ca Reins tis Feces 850,438.84 

INGTESSlCSUeNee an er race cle reas Ob cgtadid tran tanta soecee $6 871,705.22 
Cost of Sales (including Depreciation 

of $275,000.00 on Plant and Equip- 

FOMLEI AN Ees 2 yoo Ee te OS Oare OTE OT Re $2,866, 334.98 
GiRoss JESS Ah agoon ae Oe ee SOS $4,005,370.24 
Expenses: 

Publicity and Selling Expenses...... $2, 204,033.42 

General and Administration Expenses 418,591.08 $2,623,524.50 
ING OSTA PROVES: Gidea SoD ope oa oor $1 , 381,845.74 
Other Earnings: 

Discount on Purchases.............. $ ‘11,625.52 

Interest on Notes and Bank Deposits. 61,606.49 

Miscellaneous Receipts less Charges 

ANE ARUP ee Mee Ocak ERAT FORO Co 3,535-08 69,786.33 
Grosse aii oS emcee eee a= ce $1 451,632.07 
Interest and Financing Charges: 

Interest on Notes Payable.......... Sa 53056270110 
Interest on First Mortgage Gold Bonds 73,998.46 
Interest on Three-year Convertible 

GoldBINGLeSpemn wes iatter tna steveutoee as Tf 2007 

Amortization of Discount and Ex- 

penses on Funded Debt........... 18,733.44 142,085.73 

IN(e JOBIREMMES 6 ob acad n oa eRe OOMT Sor $1, 300,546.34 
Provision for Federal Income Tax.... 180,000.00 
Net Income! 262 20s, aoe AM. $1 ,129,546.34 
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Discussion of Procedure in Arriving at Net Income.—The 
examples listed above, though varying somewhat in details, are 
sufficient, it is hoped, to enable us to make a general statement 
with respect to the steps involved in arriving at net income 
and surplus. It should always be remembered that different 
companies use their own individual methods with respect to the 
accounting of certain items. Nevertheless, the general plan 
remains approximately the same, and it will now be described. 

In undertaking to determine its net income for any given 
year, the company in question would first undertake to get 
a figure for its gross earnings from operation or its operating 
revenue. The term, sales, is appropriately used in some busi- 
nesses. Utilities often use the expression earnings or revenue 
for the item we have here in mind. From this, deductions 
first would be made covering a group of items which some 
have called operating expenses. In the case of an industrial 
concern these would include, of course, manufacturing ex- 
penses, the cost of selling, administration expenses, and 
depreciation. The reader may observe, by examining the 
statements listed above, that different business concerns include 
somewhat different things under the general head of operating 
expenses. It should be noted that in some cases depreciation 
is included in the cost of manufacturing; this, however, is not 
a universal practice. Some companies follow the plan of 
separating such items of expense as publicity, administration, 
and selling, from what they choose to call the cost of sales. 
See, for example, the report of The Celotex Company as shown 
above. Having now deducted the operating expenses from 
the gross earnings, we arrive at a figure which is variously 
called gross profits, earnings from operation, manufacturing 
profits, and so on. The point to note is that, whether we call 
this figure gross profits, earnings from operation, or what not, 
it is, in practically all cases, what remains from the gross 
earnings or operating revenue of the corporation after a group 
of expenditures incurred in running the business have been de- 
ducted. It may be observed, from an examination of the 
statements listed above, that, in some cases at least, the ex- 
penditures for maintaining the physical plant of the corpora- 
tion up to a certain standard of excellence, and the reserve for 
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depreciation, are not reckoned among the operating expenses, 
but are subtracted separately from the gross profits from op- 
eration. When this plan is followed, we get a figure which 
might properly be called the net earnings from operation or, as 
some have chosen to call it, the net profits from operation. It 
is fair to say that the net profits from the operation of the busi- 
ness, as contrasted with the gross profits, represent what is left 
out of the gross income from operation after all operating 
expenses have been paid, after the management has seen to it 
that the physical plant has been maintained up to a certain 
standard, and after deterioration has been taken care of. 

Assuming now that we have arrived at a figure representing 
the net earnings or net profits from operation, the next step 
is to determine the total net income from all sources. This 
is accomplished by adding to, the net income from operation 
the sum total of all other items of income. These might 
include interest, discount, dividends on stock held, royalties, 
and so on. Assuming now that the total of these items has 
been added to the net earnings from operation, the result will 
be the total net income, not only from the operation of the 
business itself but from other sources as well. The next 
step is to subtract from the total net income from all sources 
a series of items including taxes, interest to be paid, and various 
other fixed charges which not yet have been accounted for. 
Assuming that the sum total of these items has now been 
deducted, we arrive at a figure which some authorities appropri- 
ately have called the stockholders’ surplus for the year. Others 
have called it the net income available for dividends. It repre- 
sents the profit from the year’s business, and it is the item in 
which the directors of the business enterprise in question are 
especially interested, for they are required to administer and 
appropriate the sum of money here involved for dividends, 
as special and general reserves, or for improvements. It is in 
connection with the administration of this residual fund, 
whether it be called stockholders’ surplus or something else, 
that the financial policy of the management of the corporation 
is largely concerned. 

In undertaking now to show how the general surplus for 
the year is determined, once the stockholders’ surplus (or net 
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earnings) has been established, it is necessary to proceed two or 
three steps further. An appropriate deduction from the net 
income, in the effort to arrive at the surplus for the year, is 
on account of certain reserves, such as those for taxes, insur- 
ance, and other items discussed in the next chapter. Another 
deduction to be made at this time is for what we might call 
improvements. As is well known, such improvements some- 
times are made out of the earnings of the corporation, while 
in other cases they are made by the expenditure of fresh capital 
derived from outside sources. If it be assumed that the man- 
agement of any particular corporation has decided to take a 
part of the stockholders’ surplus and turn it back into the cor- 
poration in the form of improvements, here is the proper place 
to show such intent. Another deduction to be made at the same 
time is for dividends, first on the preferred stock, if any, then 
on the common stock. When these and other pertinent sub- 
tractions have been made, we arrive, finally, at an amount which 
may be called the surplus for the year, which sum is likely to 
be carried over and credited to the concern’s surplus account. 

The above procedure for arriving at net income and surplus 
seems easy enough on its face; but there are very important 
accounting and financial problems involved in the determina- 
tion of the proper figures for the various items we have listed 
above. The correct treatment of these items cannot be accom- 
plished by the novice, but only by the expert in matters of 
accounts and finance. 

What Is Surplus?—We have used the term surplus in the 
foregoing discussion without making any statement as to the 
sense in which the term is here conceived. Probably in the 
minds of most people who have not been trained in the defini- 
tion of economic concepts, surplus, as applied to any particular 
business enterprise, means an excess of money or capital or 
something of that order which is not required for immmediate 
use. As applied to corporate enterprises, accountants are likely 
to conceive of it as an excess or margin of assets over and 
above the combined capital stock and the liabilities of the con- 
cern. Often a corporation’s surplus arises from the fact that 
there have been retained in the business from time to time the 
whole or a part of the profits which, had the directors seen 
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fit, could have been paid over to the stockholders in the form 
of dividends. Probably this is the most usual source of cor- 
porate surplus, but several other sources must not be over- 
looked. A few of these will be mentioned in passing, merely 
for purpose of illustration. If stock has been sold at a premium, 
the concern starts with a surplus; if the corporation has been 
the recipient of donations, here is another source of surplus; if 
the corporation’s assets have been revalued so that their book 
value exceeds their cost, a surplus arises. The meaning of the 
term, stockholders’ surplus, already has been explained in the 
foregoing, and signifies what is left over from the gross earn- 
ings of the corporation in the fiscal year for the real owners 
of the business, and for which no direct claims from persons 
(natural or artificial) other than the stockholders themselves 
actually exist. 

Interpretation of Gross Harnine, —We recently stated, in 
effect, that there ate very difficult problems involved at times 
in the determination of proper figures to put down in the com- 
pany’s statement when it is confronted with the question of 
arriving at the net income and surplus for any particular busi- 
ness year. Attention now will be given to some of these prob- 
iems, commencing with those centering around gross earnings. 

If gross earnings from operation, as applied to every type of 
business enterprise, meant literally cash receipts, there would be 
no difficulty whatsoever in arriving at its exact figure. But if 
the term gross earnings from operation means, as it actually 
does, all forms of gain that have accrued from carrying on a 
business during a specified time—a year, let us say—then the 
determination of gross income becomes, in part at least, a 
matter of estimate. Such gains from operation might be mani- 
fested in such ways as an increased capacity of the plant, in 
increased sales, in an increase of credit extended, in an in- 
crease over the previous year of raw materials and of goods in 
warehouses. In the case of the two last-mentioned items, what 
valuation should be placed upon them if they are to be reckoned 
with in determining the figure for gross earnings from opera- 
tions? A moment’s consideration will convince any thinking 
person that the determination of a strictly impartial and honest 
figure for gross earnings for any particular year is not always 
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easy. Apparently there is a chance here in a great many lines 
of business for the exercise of keen judgment. 

Interpretation of Operating Expenses.—Operating ex- 
penses, cost of sales, or whatever the name by which the first 
large item for deduction is called, sheuld be relatively easy to 
determine, in trying to get a proper figure for net earnings 
from operation. This is because a number of the separate 
items that go to make up the one large item for deduction are 
not subject to interpretation but are perfectly definite. For 
example, in the case of a manufacturing concern, raw mate- 
rials are absoiutely necessary, and the amount paid for them 
is not a matter of theory but an actual fact. Again, labor 
expenses involved in production are not a matter of conjecture; 
they are purely a question of dollars and cents, as the books 
of the company will show. Similarly, there are other separate 
items in the general comprehensive item for deduction entitled 
operating expenses which are not open to interpretation by the 
management of the company in question. In general, lest 
there may be misunderstanding in the matter, we should say 
that cost of sales or operating expenses is determined in a way 
which is relatively easy for an industrial concern, but the 
method is not necessarily applicable either to public utilities, to 
merchandising companies, or to other types of enterprises. 

Interpretation and Treatment of Maintenance and Depre- 
ciation.—An examination of the income and profit and loss 
accounts of:a goodly number of different kinds of business 
enterprises, has impressed us with the fact that there is no uni- 
formity in accounting procedure with respect to the handling 
of expenditures for maintenance and depreciation. In some 
cases, outlays for maintaining the physical plant of the corpora- 
tion up to a certain standard of excellence and for the handling 
of depreciation, are not reckoned among the operating expenses 
of the company, but are treated separately and subtracted from 
the profits from operation in an attempt to determine the net 
earnings from operation. Whether or not maintenance and 
depreciation are reckoned along with the operating expenses or 
are treated separately, the point to note is that deductions for 
these items should be made before it is possible to arrive at 
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the net earnings from operation, or net profits, as some have 
chosen to call them. 

There is a large body of opinion favorable to the plan of 
including depreciation in the operating expenses, but exclud- 
ing such charges as taxes. The including or excluding of 
depreciation in operating expenses has an important bearing 
upon the operating ratio now to be considered. 

Operating Ratio.—This term may be described as the per- 
centage or proportion of the revenue from operation which 
is consumed or required for operating expenses; others have 
expressed the same idea by stating that operating ratio is the 
ratio of costs of operation to gross sales. According to the 
table on page 456, it would be the ratio of operating expenses 
to gross earnings. This means, therefore, in this particular 
25,000,000 25 83 
30,000,000 30 «+6 
1/3 per cent. It readily may be seen that the operating ratio 
of a business concern may be affected by a change either in 
the revenue from operation or in the operating expenses; by a 
change in both of these factors, particularly if not in the same 
direction; or by changing in varying rates, if both factors move 
upward or downward at the same time. 

In the case of industrial organizations, the operating ratio 
of any particular corporation is regarded, in a way, as an index 
of its operating efficiency. This, of course, would be more 
particularly true under normal conditions of operation. More- 
over, among industrials, comparisons sometimes are made of 
the operation ratios of different business units in the same 
general line to endeavor to pass judgment upon the relative 
efficiency of such concerns from the operating standpoint. 
Furthermore, a single company is sometimes studied with 
reference to its comparative operating ratios over a series of 
years. For industrials, a low operating ratio is usually looked 
upon with favor because, other things being equal, concerns 
with such an operating ratio are most likely to survive periods 
of depression. At such times, operating expenses cannot be 
reduced in as rapid proportion as is shown in the shrinkage in 
sales. 

Although there are numerous exceptions, it may be stated 


case, that the operating ratio —= 
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in general that the operating ratio varies greatly among differ- 
ent types of business enterprises. Among industrials, it is likely 
to vary somewhere between 75 per cent and 85 per cent; with 
railroads, the percentage is lower, running usually somewhere 
between 65 per cent and 75 per cent; among public utilities, 
the percentage is still lower, ranging, as a rule, from some- 
thing like 50 to 60 per cent to something like 75 per cent, at 
times. Great variations from these usual ranges are found in 
certain instances. Among public utilities of the hydro-electric 
type, an operating ratio fluctuating around 50 per cent is per- 
haps the most common; whereas those of the steam-generating 
type normally have an operating ratio varying roughly from 
60 per cent to 75 per cent. Among public utility holding com- 
panies, the operating ratio may be expected normally to register 
somewhere between 60 per cent and 75 per cent. 

Exercising Judgment in Dealing with Depreciation.—One 
can scarcely doubt, it would seem, that charges for necessary 
repairs, maintenance, and depreciation should be faced squarely, 
and that deductions for them should be made from gross 
income before net income from operation can be determined. 
It is in connection with some of these items now under review, 
however, that the exercise of keen judgment on the part of 
the management of the corporation is called for. If money 
is expended directly for repairs, at any particular time, the 
exact figure to be deducted from gross earnings on this par- 
ticular count is obvious; it is not a matter of conjecture. But 
the operation of a manufacturing plant during any particular 
year is likely to call for expenses and losses that will not 
become apparent until after the end of the operating period 
in question, but which, nevertheless, must be accounted for. 
This means, therefore, that the management of a corporation, 
if it is acting with discretion, will make deductions from the 
gross income on account of these matters of certain estimated 
sums, which should err, if at all, on the side of liberality rather 
than conservatism. 

The amounts that are charged off for maintenance, deprecia- 
tion, and so on, probably should be listed under the head of 
certain reserve accounts, which properly are shown by the 
books of the company. The true purpose of such reserve ac- 


NET INCOME AND ITS DETERMINATION 467 


counts is not, as some people have imagined, to set aside a 
certain amount of cash to remain idle for a longer or shorter 
time, but to enable the management of the business enterprise 
to get a more accurate estimate of the actual state of the busi- 
ness at any particular time than could be obtained if no re- 
serves existed. If the business is a very small one, the setting 
up of a reserve covering such an item as depreciation, for 
example, would probably be of little, if any, use in helping the 
management determine the exact condition of its affairs at 
any particular moment. In large enterprises, however, the 
setting up of reserves is said to be a distinct help to the man- 
agement in making a fair estimate of the real condition of the 
business. 

Repairs and Depreciation Further Considered.—Before 
concluding this chapter, it seems advisable to go into some 
detail regarding the matter of handling repairs and deprecia- 
tion on the part of the management of a business enterprise. 
Repairs need not be defined; everybody knows what they 
constitute. They are unquestionably an expenditure which has 
to be incurred in earning the operating revenue; accordingly, 
they are almost uniformly paid out of the current earnings 
from time to time when such expenses have to be undergone. 
No reserve need be set up for repairs; ordinarily, no reserve 
account is shown. 

Depreciation is difficult both to define and to visualize. 
Physical property, whether it be a steel rail, a battery, or a 
factory, deteriorates in value with the progress of time. This 
fact is virtually a law of nature; there is no getting around it; 
it must be squarely faced. If a new manufacturing plant were 
evaluated properly when it first was completed and put into 
operation, and if the books of the concern showed such true 
value, the plant would not be of the same high value one or 
two years hence, because of the fact that assets waste in value 
with the process of time. Accordingly, some adjustment should 
be made on the books of the company to correspond to these 
changed conditions. Depreciation, therefore, both as a finan- 
cial problem and as an accounting problem, has to be faced; 
and adjustments have to be made at the end of each accounting 
period in order to undertake to set up a revised evaluation of 
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the plant, based upon the fact of such depreciation. In brief, 
no matter how thorough the repairs have been in any particu- 
lar year, the plant still continues to depreciate in value in prac- 
tically all cases. Under a proper business management, a de- 
preciation reserve account is set up and added to periodically to 
take cognizance of a decline in the original valuation of the 
physical plant as time elapses. Theoretically, the depreciation 
reserve or reserves should be added each successive year to that 
amount which represents the wearing away or shrinkage in 
value because of the operation of the plant and because of its 
ageing. Such reserves should represent at any particular time, 
as nearly as it is humanly possible to pass judgment on the 
matter, the cost of bringing the present physical plant up to its 
original condition. Depreciation reserves, therefore, deal 
primarily with costs; such costs are, however, of the past and 
not of the present or future. It is hardly necessary to add at 
this point that, viewing depreciation as a cost, the depreciation 
reserve must properly be attended to in any particular year be- 
fore the profits or net income can be reckoned. 

How Depreciation Is Reckoned.—This is a difficult and 
complicated problem, and can only be spoken of here in the 
most general terms. Those who know anything whatsoever 
about the matter will agree that it is next to impossible to deter- 
mine a rate of depreciation in any particular type of enterprise 
which will hold good under all circumstances. The reason for 
this is that local factors are likely to have an important influ- 
ence in any particular set of conditions. If repairs and general 
maintenance have properly been attended to by the management 
of any business concern in question, the life of the property on 
these accounts will be lengthened, and the average deprecia- 
tion charges for a period of years will correspondingly be 
lessened. If, on the other hand, the business management of 
the concern in question has been niggardly with respect to 
repairs and general maintenance, the necessity for setting aside 
liberal sums periodically in the depreciation reserve becomes all 
the more pressing. Those who are the most competent to judge 
in matters of depreciation, such as economists, accountants, and 
engineers, have worked out a considerable number of methods 
for reckoning depreciation under particular conditions. These 
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methods are so extremely complicated that it seems inadvisable 
even to list their names here. 

When a Depreciation Reserve Might Safely Be Omitted. 
—Under certain special conditions, the setting up of a deprecia- 
tion reserve or reserves probably would be unnecessary, particu- 
larly where the nature of the physical plant of any particular 
business enterprise in question is capable, as a result of careful 
repairs and of a far-sighted maintenance and replacement 
policy, of being kept up to the required standard of excellence. 
In brief, we may say that a depreciation reserve might be 
eliminated in those rather rare special cases where the actual 
fact of depreciation as applied to the particular plant in ques- 
tion can be neutralized. This is possible only when the prop- 
erty of the concern, as represented by its physical plant, has a 
large number of duplicate units whose repairs or actual replace- 
ments may be accomplished when necessary without upsetting 
the continued operation of the plant as a whole. 

Obsolescence.—Before closing, it may be worthwhile to 
refer briefly to a term well-known in any business concern 
where any considerable physical plant is owned. We refer to 
obsolescence. A plant may change for the worse in physical 
condition due to depreciation; it may shrink in economic value 
because of obsolescence. By economic value as applied to a 
plant, we mean its value, considering the way in which things 
are done in the business world of the present day. A machine, 
for example, may become obsolete because of new processes or 
new inventions, or because of changes in relative labor costs, 
even before it begins to depreciate in value because of natural 
causes. Obsolescence reserves are particularly necessary in 
certain fields of industry, but it is next to impossible to state 
briefly and intelligently how the amount of such reserves should 
be determined. The nature of the business is, of course, an 
important factor. Only the specialists in industrial processes 
and labor conditions in industry are capable of exercising any 
judgment whatsoever in matters of obsolescence. 


Chapter XXXI 
THE ADMINISTRATION OF NET INCOME 


Introductory Note. --The last chapter was concerned pri- 
marily with a discussion ot the net income of business concerns, 
and of the way in which net income is reckoned. Let us now 
proceed to a consideration of its administration or distribution, 
the assumption being that the amount of net income which a 
given corporation has at its disposal for any particular year 
has been figured. As already stated, net income represents the 
net profits of the business concern in question for a definite 
period of time. It is the item which is to be administered not 
by the owners of the corporation, but by the directors to whom 
the stockholders have delegated this power. Net income may 
be appropriated for any one or two or all of a limited number 
of purposes, particularly dividends, improvements (or addi- 
tions to surplus), or for the creation of, or addition to, certain 
reserves soon to be discussed. One need hardly mention the 
fact that it is the task of the directors of any business enter- 
prise in question to see to it that the net earnings are properly 
disposed of. 

Utilization of Net Income for Reserves.—We already have 
mentioned the various possible appropriate uses of net income; 
Jet us consider these in order, beginning with the subject of 
reserves. For the sake of clearness, it may be well to mention 
that we have not here in mind a reserve for depreciation or for 
any other item considered in our discussion of the method of 
arriving at net income. Depreciation, as previously pointed 
out, is usually regarded as a cost of doing business, and we 
shall assume that proper charges for depreciation and appro- 
_ priate deductions from gross income on account of depreciation 

already have been made. The type of reserves, however, that 

‘ve have here in mind, for which the corporation’s net earnings 

inight be appropriated, consists of reserves for taxes; for in- 
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surance; for improvements that probably will not increase the 
gross income of the business in question, but which are prac- 
tically forced upon the company by public sentiment; and for 
anticipated probable fluctuations in business on account of what 
has been called changes in the business cycle. 

Motives Promoting Creation of Contingent Reserves.— 
It may be observed that the utilization of net earnings for the 
creation of reserves such as we have indicated is prompted, 
perhaps, more by the factor of caution than by anything else; 
by the desire on the part of the management of the enterprise 
in question to avoid being caught napping in the face of future 
expenditures more or less unusual and unforeseen. Moreover, 
there are at least some business administrators who are fully 
alive to the fact that the statements furnished them by their 
accounting departments are not necessarily absolutely correct 
in every particular, even though the accounting department 
may be entirely above criticism. Such administrators believe 
that the statements of accountants, though showing in general 
the condition of their business affairs at any particular time, 
are not necessarily wholly correct and trustworthy. We do 
not mean by this to cast any reflection whatsoever upon ac- 
countants or upon their work, but merely to say that it does 
not seem that the financial statements of accountants have the 
exact accuracy of a scientific formula. The feeling is held by 
many, and with reason, that a great deal of data in accountants’ 
reports, which they are compelled to represent by exact figures, 
are really a translation at times of the estimates of engineers 
and others, and are not in all cases figures based upon abso- 
lutely exact and scientific data. This is no fault of the ac- 
countants; it is merely a situation that they themselves have 
to cope with. It is probably true that, if business administrators 
knew beyond the shadow of a doubt that all the statements 
furnished by their accounting departments had a scientific ex- 
actitude, they would feel it far less necessary to create special 
reserves to take care of contingencies. A brief discussion of 
certain of these reserves is now in order. 

Reserves for Taxes.—The taxes paid by business enter- 
prises are not all of the same kind. As everyone knows, there 
are several types of taxes levied upon business, such as the 
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property tax, income tax, capital stock tax, franchise tax, and 
so on. The exact amount of some of these taxes is not a 
matter of estimate but a perfectly definite sum. Consequently, 
taxes of this easily determinable order are not the ones we 
have in mind for discussion here, because they are a direct 
expense of doing business, and are deducted from the gross 
earnings from operations before the net earnings from opera- 
tion have been arrived at. 

All taxes paid by business enterprises, however, are not of 
this order. Some of them may have accrued in the financial 
year that any particular company has adopted, but they may 
not be payable until some time in the future. It also may 
be that in certain cases it is well known during any fiscal year 
that a tax is going to be levied on the business of that year, 
but its exact amount and its method of assessment may not as 
yet have been announced. Under these and similar circum- 
stances, it is wise for the administrators of a business enter- 
prise to set up a reserve against the almost absolute certainty 
of the future payment of such levies. Special reserves for 
taxes, therefore, are not only quite defensible, but they are 
relatively common. It cannot too strongly be emphasized that 
in these days of relatively high taxes and of frequent changes 
in our tax laws, a business organization is not certain as to 
the amount of taxes it will be required to pay as of any 
specified period. In order to play safe and to have the money 
available for such payments when they are called for, the crea- 
tion of special reserves for taxes is to be highly commended. 

Reserves for Insurance.—Another special reserve which is 
almost indispensable under certain conditions is a reserve for 
insurance. Here, also, it is necessary to state in the interest 
of clearness that not all insurance premiums paid by business 
organizations should be provided for in the insurance reserve 
here under consideration. It is fair to say that some insurance 
premiums, such as those covering casualty insurance, fire in- 
surance, and the like, constitute an operating expense or an 
expense of doing business, and, like some of the taxes paid, 
these payments are taken out of gross income from opera- 
tion before the figure for net income is determined. 

There are some business enterprises which do not resort to 
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the practice of calling upon insurance companies for contracts 
of indemnity against the destruction of their property by fire 
or against the happening of certain casualties. By this we 
mean that the nature of their business is such that they carry 
their own risks against the destruction of their property by 
fire, by the perils of the sea, or against other unforeseen hap- 
penings. Practically everybody knows that this is not a safe 
policy for every type of business enterprise to follow. If, 
however, the nature of the business is such that its physical 
plant consists of a considerable number of relatively small units 
which are not highly valuable and which are widely separated 
from each other geographically; and if the business is such 
that the destruction of a single unit would not demoralize the 
whole business plant, it may be possible or perhaps highly ad- 
visable for the business enterprise in question itself to assume 
its risks of fire and casualties, that is to say, to resort to 
what is known as self-insurance. Where this is done, a reserve 
for insurance, to be accumulated by the setting aside periodi- 
cally of a predetermined amount out of the stockholders’ sur- 
plus, is highly desirable. Instead of paying the insurance pre- 
miums over to insurance companies, amounts equal to such 
premiums—or at least based upon them—should be set aside 
into a separate insurance fund out of which future losses can 
be paid. Lest we may be misunderstood, it perhaps should be 
stated before leaving this subject that, in our opinion, no busi- 
ness enterprise should resort to self-insurance without first 
making a thorough canvass of the situation as to whether the 
nature of its business is such that this plan safely can be 
followed. 

In passing, it may be well to remind the reader that, in view 
of the fact that casualties both by land and sea, in excess of 
the normal or expected destruction of property, are always a 
possibility, special appropriations at times should be made from 
the stockholders’ surplus for the insurance reserve to take care 
of these possible unusual happenings. By this we mean that 
not only should there be placed into the insurance reserve a sum 
sufficient, in the long run, to take care of the usual happenings 
as the result of fire, storm, or what not, but also that addi- 
tional amounts should be added from time to time to build up 
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what might be called a catastrophe reserve against an unusual 
sudden loss. 

Reserve for Making Improvements Forced by Social 
Progress.—There is no such thing as stability in this world of 
affairs. A far-seeing business management knows this, and 
that improvements or changes will undoubtedly be forced upon 
it in the nature of better adaptations to new conditions arising 
in the world of business, and it knows also that the cost of 
such improvements had better be anticipated by putting some 
of the stockholders’ surplus into a special reserve for such 
purposes. More specifically, some of the improvements which 
may be forced upon certain types of business enterprises are 
the elimination of grade crossings in the interest of safety; 
the replacement of unsightly street lamps for those which not 
only function better. but which also look better; the placing of 
telephone and other similar wires underground; the neutraliza- 
tion of offensive odors that normally arise in connection with 
the operation of certain manufacturing plants, and so on. 

All such changes or improvements are probably in the in- 
terest of the general public; but their accomplishment is likely 
to cost a great deal and, at the same time, it is fairly certain 
that they will not add to the incomes of the business enter- 
prises compelled to inaugurate them. Some of the improve- 
ments in question are less costly than others and, of course, 
can be paid for out of the regular income as a normal expense 
of carrying on the business. When the improvements are 
financed in this way there need be no concern about setting 
up for them a special contingent reserve. When, however, 
they are costly, the only way to insure their being taken care 
of at the time the public clamors for them, is by having pro- 
vided for the establishment, in earlier years, of an appropriate 
reserve. It is almost impossible to give any worthwhile sug- 
gestions which may serve as a guide in determining the amount 
that should be taken out of the stockholders’ surplus in any 
particular year or series of years to meet the probable changes 
forced upon a company due to the march of progress. The 
safe thing for any particular company that is likely to be con- 
fronted with this problem is to see to it that a reserve actually 
is set up. The amount per year that should be appropriated by 
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the directors for this particular reserve can in time be deter- 
mined approximately on the basis of both the experience of 
the company in question and of that of other companies en- 
gaged in approximately the same line of enterprise. 

Reserve for Business Fluctuations.—It is possible to speak 
only in a general way of the particular type of contingent re- 
serve that we have here in mind. We all know that the volume 
of business done by specific business units fluctuates consider- 
ably from time to time, and that certain lines of business are 
subject to greater fluctuations than others. This is about the 
same as saying that the business cycle is responsible for 
changes that at times are noticeable in the demand for tangible 
goods or even for services. The management of any particular 
business unit, by the creation of a reserve for business fluctua- 
tions, is virtually undertaking to smooth out the curve of busi- 
ness fluctuation in its own company. 

As already intimated, we are able to speak of this type of 
reserve only in a general way. It is impossible to state exactly 
under what conditions such a reserve should be established. 
Furthermore, it is almost impossible to state the exact condi- 
tions under which such a reserve should be utilized when the 
income of a particular business in question shows a decline. 
In brief, it is well for the management of almost any business 
to recognize the fact that in most fields of endeavor earnings 
do not remain stable year after year; and that if they have 
been large for a series of years, the chances are strong that 
a number of lean years are not far away. In other words, 
depression is likely to follow prosperity, although a period of 
liquidation may intervene. During the periods of depression 
and recovery, the company which has at its command a sub- 
stantial reserve against business fluctuations is fairly certain 
to find such reserve highly convenient. 

Sinking Fund.—In the issuing of bonds, secured primarily 
by the credit of the issuing organization, it is a more or less 
common practice to include a so-called sinking fund provision. 
There is good reason for believing that the inclusion of such 
a clause in the bond contract adds strength to the bonds. When 
it has been arranged to issue bonds on the serial plan, some- 
what the same sort of thing is accomplished as is effected by 
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the inclusion of a sinking fund provision in an issue of bonds, 
all of which mature on the same date. Some mortgage bonds 
also are especially safeguarded by a sinking fund, and in such 
cases it is usual for the mortgage underlying such bonds to 
make provision for its establishment. Where the mortgage 
calls for a sinking fund, the basic idea is to make provision 
beforehand for the liquidation of the bonds. 

In general, where there is a sinking fund provision in con- 
nection with a bond issue, it is sometimes held desirable to take 
from the general surplus available for dividends a certain 
amount at stated intervals and place it in a special sinking fund 
reserve. By following this plan, the bonds related to this 
sinking fund are made more attractive to buyers, and they are, 
therefore, likely to be quoted at a higher figure than if no 
sinking fund existed. At times, bonds are issued covering 
property which is steadily being: used up as the business is 
being carried on; this is the nature of timber and coal bonds. 
One can scarcely doubt the necessity of protecting such bonds 
by a sinking fund unless they are serial bonds. 

Inasmuch as a large section of the American public has 
come to view railroads as a type of business enterprise which 
always must have bond issues outstanding, or which always 
is to remain in debt, it is becoming relatively uncommon at 
the present time, in the case of railroad bond issues, to include 
the sinking fund provision. Until the last decade of the nine- 
teenth century, it was unusual for a railroad bond issue to be 
put out which did not contain this provision. Since that time, 
however, the more popular railroad bonds are those which are 
issued for a long period of time and which omit the sinking 
fund clause from the bond contract. Recent researches have 
brought to light the fact, however, that it is becoming relatively 
common nowadays for industrial bonds either to carry a sink- 
ing fund provision or to be issued on the serial plan. It may 
not be out of place to add, in passing, that preferred stock 
sometimes is issued under a contract which calls for the crea- 
tion of a reserve for the later purchase of such stock. 

Various plans have been devised for operating the sinking 
fund. There is good reason for the opinion held in some 
quarters that, from the investor’s standpoint, there should be 
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a definite amount of money paid periodically into the sinking 
fund, which amount should be entirely independent of busi- 
ness fluctuations. That is to say, the amount paid annually 
into the sinking fund should not be based upon the income 
received by the business unit. Sometimes it is arranged, how- 
ever, that the payments into the sinking fund in any particular 
year shall be a.certain percentage of the earnings for that year. 
This plan is open to the objection that in lean years there may 
be no contribution whatsoever to the sinking fund. 

The contract underlying a bond issue which carries a sink- 
ing fund provision is rather likely to put the management of 
the sinking fund into the hands of an independent trustee. 
This means that the sinking fund actually will be extracted 
from the general assets of the business. Where no such pro- 
vision for an independent trustee is made, it is quite possible 
that the sinking fund reserve will be merely a paper reserve and 
that the money represented by such reserve will simply be re- 
invested in the business and therefore will not be at the dis- 
posal of the holders of the bonds at any particular time. The 
question is sometimes raised as to exactly what should be 
done with the sinking fund. There is a considerable body 
of opinion that the best use of the sinking fund is to utilize it 
for the purchase of the bonds for which the sinking fund was 
created. This easily can be done by purchasing the bonds in 
the market and then canceling them. If the trustee so desires, 
the bonds need not be canceled; he may hold them and collect 
their interest which may be applied toward the further purchase 
of such bonds. Another use that may be made of the sinking 
fund is to invest it in high-grade securities of other business 
enterprises, particularly in securities which are unlikely to fluc- 
tuate greatly in value and which can be easily liquidated. 
Finally, there are those who hold that the sinking fund reserve 
may well be invested in the company’s own property, thus add- 
ing to its assets. 

Improvements.—We stated earlier in this chapter that it is 
the task of the directors of a business organization to ad- 
minister the net income after it has been determined for any 
particular period; and that it may be appropriated by the board 
of directors for certain reserves which have just been discussed, 
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or it may be utilized in whole or in part for pertinent improve- 
ments, or applied to the payment of dividends. Before pro- 
ceeding to discuss the question of dividends, brief mention will 
be made of the appropriation of net earnings for improvements. 

It is important to note that, if the board of directors has 
decided to take some of the net earnings for making improve- 
ments, the books of the concern should in time show such 
action in the form of an appropriate subtraction from net earn- 
ings. That the directors of a corporation or, speaking more 
generally, the management of any business organization, has 
power to use the net earnings for any one or all of a limited 
number of well-recognized purposes, scarcely any person well- 
informed in business matters would deny. If it so desires, 
the board can retain.all or a very large part of such earnings 
in the business for making improvements, and about all the 
stockholders can do in the matter, in most cases, is to vote out 
the board of management at the earliest opportunity. There 
are cases, however, where stockholders have forced a board of 
directors to pay a dividend. Furthermore, some of our states 
in times past have provided statutes requiring, under certain 
circumstances, the directors of a corporation chartered by the 
state to distribute to the stockholders as dividends the entire 
residue of the surplus, after certain specified deductions have 
been made. Generally, however, such a provision can easily 
be nullified in drawing up the articles of incorporation or by 
the insertion of an appropriate by-law. 

We already have referred to the fact in an earlier chapter 
(page 438) that certain well-managed concerns make it a rule 
never to pay out in any year as dividends to stockholders all 
of the earnings that might so be applied, but that they almost 
always turn back into the business a portion of the surplus 
profits for the purpose of building up its assets. The Carnegie 
Steel Company is an outstanding historical example of a busi- 
ness concern which had such a policy. Certain writers also 
have lauded the policy of the board of directors of the Union 
Pacific Railroad after its reorganization in 1897, when large 
outlays were made for improvements and betterments from 
money appropriated for these purposes from net income. There 
are other cases also where the boards of management of busi- 
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ness enterprises have been strongly commended for the appro- 
priation of liberal sums from net earnings for improving the 
general physical condition of the properties of their respective 
companies. 

Factors Influencing Appropriations for Improvements.— 
Assuming that a board of directors is acting intelligently and 
wisely, the percentage of the net income for any particular year 
that is to be utilized for improvements should not be deter- 
mined blindly, but only after there have been taken into careful 
consideration certain important matters. Some of these are: 
(1) whether or not the condition of the business is such that 
more money should be applied at once in the making of im- 
provements; (2) whether or not the general condition of the 
outside money market and of the credit of the company is 
such that new money for improvements, if they are thought 
to be necessary, can be gotten upon favorable terms; and (3) 
the general character of the business being prosecuted by the 
company which they are directing. The last-mentioned factor 
is difficult to evaluate. Certain types of business enterprises— 
well-established industrials, for example—require a relatively 
small amount of capital to take care of normal developments 
in their business. In such cases, the frequent appropriation of 
large amounts for improvements could scarcely be regarded 
as defensible. If the nature of the business is such, however, 
that a substantial volume of new money is required in the 
normal business operations of the company, it probably would 
be regarded as a wise policy for the directors to retain a con- 
siderable proportion of the net earnings of the company within 
the business itself, rather than turn them all over to the stock- 
holders in the form of dividends. 

Utilization of Net Income for Dividends.—What already 
has been said in this chapter regarding the possible appropriate 
uses of net income has prepared the way, we hope, for the 
consideration now to be given of the utilization of net income 
for the payment of dividends. As previously stated, the most 
common uses of net income that come up for consideration 
before a board of directors are: (1) for the creation of con- 
tingent reserves, such as for certain taxes, for insurance, for 
improvements that may be forced on the business unit by soci- 
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ety, and for coping with changes in business conditions, espe- 
cially downward fluctuations; (2) for making improvements 
(or, as some might choose to view this, for making additions 
to surplus) ; (3) for the payment of dividends. We have re- 
served the discussion of dividends until the last, not because 
the utilization of net income for dividend payments is the least 
important of all possible uses, but because the questions of 
dividends and of dividend policy can be seen in their broadest 
aspects, we believe, only when all possible uses of net income 
have been taken into consideration. 

Principles Determining Dividend Distribution.—There 
are many really intelligent people who continue to give expres- 
sion to the idea that the outstanding motive of a business enter- 
prise in undertaking .to earn profits is that, by so doing, 
dividends may be paid to the stockholders. Very few, if any, 
would deny that a desire to receive dividends is a practically 
uniform state of mind of all stockholders, and that the officers 
and directors of high-grade corporations are extremely anxious 
that dividends be paid regularly by the business enterprises 
with which they are directly affiliated. That, in the normal 
case, it is unwise for the management of a business enterprise 
to pay out in dividends to stockholders each year all of the 
stockholders’ surplus or net income, practically every person 
who has a right to an opinion on this matter would agree. 
That, in certain cases, it is not only necessary but also highly 
desirable to withhold a certain part of the net earnings from 
the stockholders, can scarcely be denied. There are so many 
indeterminate factors which need to be taken into consideration 
in the payment of dividends, in any particular case, that it is 
very difficult to lay down principles that should govern a wise 
dividend policy. Nevertheless, those who have given most 
study to the question have advanced somewhat toward clarify- 
ing the situation, and have offered certain suggestions that can- 
not help but be beneficial to others who choose to give them 
serious consideration. One of the ablest discussions?! of the 
principles governing dividend distribution that has come to our 

*That of C. B. Coucuman, “Principles Governing the Amounts Available 


for Distribution of Dividends,” The Journal of Accountancy, Vol. XXXVIII, 
August, 1924, pp. 81-97. 
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notice points out, in effect, that a decision as to the amount of 
money available for dividend distribution at the end of any 
divided period, so far as concerns the directors of any particu- 
lar corporation, involves two sets of factors, namely, the 
accurate determination of the net earnings or profits, and a 
consideration of the limitations upon the distribution of these 
earnings which are imposed not only by law but by economic 
conditions ‘and managerial policy as well. Inasmuch as the 
first factor, the proper determination of net income, was con- 
sidered at length in the last chapter, attention now will be 
directed to a consideration of the second factor just mentioned. 

Limitations on Distribution of Earnings Imposed by Law. 
—It seems to be a well-recognized legal principle, sanctioned 
also by the best administrative practice, that dividends must not 
be paid out of capital. Just what this means is subject some- 
what to interpretation; but, broadly considered, it probably 
means, so far as-we have been able to determine, that if a board 
of directors should undertake to pay out as dividends more 
than an impartial body of experts or semi-experts would con- 
sider as the fair net income of the concern, it would stand the 
chance of getting into trouble. 

It may be well, in illustration of the limitations imposed by 
the state upon dividend payments, to give a quotation from 
the statutes of the State of New Jersey, governing business 
corporations, with respect to the payment of dividends. It 
reads, in part, as follows: 


The directors of a corporation shall not make dividends except from 
its surplus, or from the net profits arising from the business of such 
corporation, nor shall it divide, withdraw, or in any way pay to the 
stockholders or any of them any part of the capital stock of such cor- 
poration, or reduce its capital stock except as authorized by law; in 
case of any wilful or negligent violation of the provisions of this sec- 
tion, the directors under whose administration the same may have 
happened, except those who may have caused their dissent therefrom 
to be entered at large upon the minutes of such directors at the time, or 
who not then being present, shall have caused their dissent therefrom 
to be so entered upon learning of such action, shall jointly and severally 
be liable at any time within six years after paying such dividend, to 
the stockholders of such corporation, severally and respectively, to the 
full amount of any loss sustained by such stockholders, or in case of 
insolvency to the corporation or its receiver to the full amount of any 
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loss sustained by the corporation, by reason of such withdrawal, 
division or reduction. 

It also should be added that other legal limitations upon the 
directors of business enterprises may be found in certain in- 
stances, not only in the statutes of a state and in the laws of 
our national government, but also in the charter or by-laws of 
certain corporations. Directors of national banks are not 
unaware of the limitations imposed upon them by the 
National Banking Act with respect to the payments of divi- 
dends, until a certain surplus has been accumulated. The 
directors of insurance companies and of state banks also are 
fully aware of the limitations imposed upon them by state 
laws with respect to the payment of dividends. Often it is 
found that the charter of a corporation has been so drawn that 
its management is required to accumulate certain reserves; or, 
if the charter itself does not contain such a provision, the 
by-laws may be resorted to for the insertion of articles designed 
to direct the management of the corporation in this matter. 

Although what we are about to say with respect to further 
limitations upon directors in the matter of dividend payments 
is not directly a matter of law, it seems desirable to mention 
at this point that it is within the power of the stockholders of 
business enterprises of many types to pass a resolution with 
respect to the administration of the net income, which resolu- 
tion must be respected by the board of directors of the corpora- 
tion in question. Furthermore, it never should be overlooked 
that the contracts underlying the issue of bonds and other credit © 
obligations of business organizations may contain clauses re- 
garding the setting aside of some of the net earnings of the 
business unit in question for the protection of its creditors. 
Where such contracts actually exist, or where, as a matter of 
business expediency, profits should be withheld to protect 
creditors, the directors should take cognizance of these facts. 

Limitations on Distribution of Earnings Imposed by Eco- 
nomic Conditions.—That there are legal limitations imposed 
upon boards of directors in the distribution of the net earn- 
ings to stockholders, no well-informed person would be likely 
to deny. The general economic conditions of the times, as well 
as the special internal situation confronting any business enter- 
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prise at the time when the question of dividend distribution 
must be considered, also impose certain limitations upon boards 
of directors in the administration of net earnings, particularly 
with respect to a dividend payment. If, for example, the gen- 
eral economic conditions of the time would seem to indicate 
that a series of lean years are in prospect, and that it might 
be difficult to secure outside capital for the successful prose- 
cution of the company’s business, it might be thought expedient 
by the management to retain in the business a considerable 
amount of the net earnings to meet the most pressing needs of 
the future. One may scarcely doubt that the adoption of such 
a conservative policy, under the general economic conditions 
we have mentioned, would result ultimately in a benefit to the 
stockholders. 

Again, there may be purely local conditions with respect to 
any particular business enterprise at the time when the pay- 
ment of a dividend must be considered which may influence the 
policy of the board of directors. The books may show that 
there are assets that now may be distributed, but it might be 
that such assets are not in a form which makes it practicable 
for them to be distributed. By this we mean that if the assets 
for distribution as dividends are in the form of inventories or 
other items which cannot at once be converted into cash, the 
payment of a cash dividend without resorting to borrowing 
would be extremely difficult. 

Managerial Policy as Related to Dividend Payments.—On 
the assumption that the board of directors of a corporation 
have taken due cognizance of the legal and economic limita- 
tions imposed upon them in the faithful discharge of their duty 
with respect to the distribution of the net income, and that all 
other possible appropriate claims have been wisely considered 
and disposed of, it is expedient for them then to pay over to 
the stockholders all or most of the residue of the profits in any 
given dividend period. There are reasons why it is better in 
the long run, everything considered, to pay an established divi- 
dend, rather than one which is likely to vary at every dividend 
period. A consideration of this particular question will soon 
be undertaken. 

The declaration of a dividend requires merely a pertinent 
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resolution of the board of directors of a corporate enterprise. 
There is no standard form of such resolution, but it should 
cover such points as the time when the dividend is payable, its 
amount, and to whom the dividend checks will be sent, assum- 
ing that the dividend is payable in cash. The stockholders 
become informed, or are notified, of such payment either by a 
special notice from the secretary of the organization (the usual 
plan when the company is a small one), or by the insertion 
of a notice with respect to the dividend in the appropriate news- 
papers (the usual plan in the case of the larger concerns). 
Usually the resolution of the directors respecting the payment 
of a dividend states that it is payable to the stockholders of 
record as of a specified date. 

In a well-managed corporation, one may safely assume that 
the directors have thoroughly canvassed the whole situation 
before making the decision as to whether or not a dividend 
shall be paid on any particular dividend date. By “the whole 
situation”” we mean that there have been considered not only 
all of the possible demands upon the net income at this particu- 
lar time, but also the local conditions within the enterprise 
itself, and the general business conditions of the country at 
large. More particularly, there probably have been taken into 
consideration a large number of specific factors, such as, for 
example, the amount of the net earnings out of which a legal 
dividend possibly can be paid; the necessity of adding to the 
contingent reserves already established or of creating new 
reserves of the same general order; the situation at the present 
time within the company with respect to the immediate need 
of improvements or of expansion, and whether or not it is wise 
to finance such improvements, if now necessary, out of the net 
earnings; the general financial condition of the concern at the 
present time, particularly as to whether or not it would be wise 
to retain as much money as possible in the business rather than 
pay it out in dividends; the present stage of the business cycle, 
particularly its bearing upon the wisest financial policy to be 
followed at this time for this type of business enterprise— 
whether a cautious or a venturesome policy would be the wiser ; 
and the present credit status of the company. Of course, it 
goes almost without saying that if the present credit condition 


THE ADMINISTRATION OF NET INCOME 485 


of the company is weak, it would be wise to defer the dividends 
and to divert the net earnings, or as much of them as is 
thought expedient, toward building up the surplus. Naturally, 
the question as to whether the proposed dividend will be paid 
in cash or otherwise will be considered, as will also numerous 
other matters in addition to these we have suggested. 

Stability and Regularity of Dividends Desirable.—There 
is a large body of expert opinion in favor of the plan of 
declaring the same rate of dividend each time one is paid, and 
of making the payments in strict regularity. It is a well- 
known fact that if any particular stock has a long record of 
stable and regular dividend payments, it will be in great demand 
among investors, and the company that has issued it will be 
able to secure whatever long-term or short-term capital it may 
need in the future on favorable terms. But it is also a matter 
of almost common knowledge that, even though a constant 
and uniform rate of dividend is desirable under most circum- 
stances, the earnings of any particular company that has 
adopted such a dividend policy are subject to considerable fluc- 
tuations from year to year. ‘This is more literally true of 
industrials than of public utilities. Even among the latter 
type of business concern it is seldom, if ever, that the earnings 
of any two successive years are exactly the same. The prob- 
lem of the management of a business enterprise in determining 
what rate of dividend to pay, assuming that it wishes to estab- 
lish a rate that can be maintained in good and bad years alike, 
is an exceedingly difficult one. There are no unfailing rules 
of which we are aware that can be laid down to guide the 
management in the matter here under consideration. Select- 
ing the proper dividend rate calls for keen judgment on the 
part of the directors, a study of the local situation within the 
company itself, and of businesses engaged in the same general 
field of endeavor. A study should also be made of fluctuations 
in income of this and similar enterprises over a long period 
of years, and of the prospect for the future. The facts gath- 
ered should then be viewed as a whole, and a keen and conserva- 
tive judgment rendered as to dividend policy. 

Extra Dividends.—A distinction should be made between 
the terms regular dividend and extra dividend. A corporation 
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sometimes finds its surplus so large, and other accompanying 
circumstances so favorable, that a dividend larger than the 
regular established rate properly might be paid. Thus, if the 
regular rate is six per cent, it may be found that in this 
particular year they can very well pay eleven per cent. All 
things considered, the best way to make the eleven-per-cent 
payment, it would seem, is to issue two sets of checks for each 
stockholder. The first check would cover the regular six-per- 
cent dividend. Then there could be enclosed in the same 
envelope a second or supplementary check covering the extra 
five-per-cent dividend. The checks for the extra dividend, 
when sent to the stockholders, should be marked in some way 
so that the recipient would understand unfailingly that an extra 
dividend was being included, and that in the normal course 
of events it could not be expected again at the time of the 
next dividend payment. 

Is Borrowing to Pay a Dividend Ever Justifiable?—Our 
discussion of dividends to this point has been based largely 
on the assumption that if a dividend is to be paid it will be 
paid in cash. Before leaving this particular aspect of our 
subject, it may be well to raise the question as to whether or 
not it ever is permissible for a corporation to borrow money 
in order that an established rate of dividend may be paid on 
the date when it is expected. Although such a policy should 
not be encouraged as a general rule, there may be circum- 
stances under which such an act is perfectly defensible. For 
example, if a corporation is engaged in a seasonal business, and 
if at the time when a dividend should be paid the company 
has on hand a relatively small amount of cash, but has in its 
possession a considerable volume of receivables and a large 
inventory that can easily be liquidated favorably, it would be 
quite proper, it would seem, for such a company to borrow cash 
to enable it to continue its usual dividend payment. It is 
assumed, of course, that such loan would be self-liquidating in 
that, in the normal course of business, cash would be available 
soon in sufficiently large amounts to take care of the loan. 

The plan of borrowing to enable a company to pay a divi- 
dend has been resorted to without any serious consequences 
whatsoever in certain cases where it seemed desirable to pay 
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at once the accumulated dividends on preferred stock, so that 
there might be no legal objections to the payment of a dividend 
on the common stock. A striking historical instance of this is 
furnished by the action of the American Can Company in 
1913 in raising money by a sale of five-per-cent debentures 
to pay off over thirty per-cent dividends that were in arrears 
on the cumulative preferred stock. 

Motives Prompting Liberal Dividend Payments.—A study 
of the dividend policies of many of the larger industrial cor- 
porations, particularly those that were formed during the period 
of the creation of the great industrial combinations between 
about 1886 and 1903, reveals the fact that many of them at- 
tempted to pay rather high dividends. Such a policy on the 
part of any corporation may be prompted by any one or more 
of several motives. For example, unwarranted optimism on 
the part of those in control of a corporation has been responsi- 
ble for the payment of dividends at a rate higher than was 
found expedient on the basis of later experience. The pro- 
moters and financial backers of certain business enterprises 
often are carried away with enthusiasm for their companies as 
potential sources of material gain. In some instances, it has 
taken several years of almost complete failure for promoters 
and their financial backers to come to a realization of the fact 
that their corporations have not been and never will be suc- 
cesses. Again, it may be that the securities of certain corpora- 
tions were disposed of to buyers who were virtually assured of 
a large return on their investment. Consequently, substantial 
dividends had of necessity to be paid to make good such assur- 
ances. Also it is quite possible that those who either are 
identified with or close to the management of certain business 
enterprises, have in their possession large blocks of stock in 
such companies that they may wish to unload upon the public 
at a substantial price—at any rate, at a price above what they 
know to be their real worth. It goes almost without saying 
that if such securities are reaping a good dividend return, a 
higher price will be realized for their sale in the market than 
if merely a meager dividend was being paid. 

Dividends Other Than Cash Dividends.—It is doubtless 
true that stockholders normally expect whatever dividends they 


488 THE FINANCING OF BUSINESS ENTERPRISES 


receive to be paid in cash, and this is the usual form of pay- 
ment. At times, however, dividends are paid in other forms 
than in cash, as, for example, in scrip, in bonds, in stock, or 
in “property.” A brief discussion of these forms of dividend 
payments will be given now. 

Scrip Dividends ——When dividends are paid in scrip they 
take the form, in a great many cases, of promises to pay cash 
to the stockholder at some future date. The scrip is given in 
the place of the usual cash dividend. Sometimes the scrip 
bears interest, sometimes it does not; sometimes it matures at 
a definite date in the future, at other times there is no estab- 
lished maturity date. In general, it is fair to say that the 
management of a business enterprise should not be criticized 
in paying a dividend in scrip to anticipate future cash receipts. 
There are cases, however, where the use of scrip in lieu of the 
ordinary cash dividend has been resorted to as a device for de- 
ceiving the stockholders with respect to the actual inability of 
the company to pay an expected dividend. In the event that 
the scrip is negotiable, the stockholder by endorsing it may 
receive cash in its stead. Sometimes it is expected that a certain 
issue of scrip will be paid off by a sale of new securities in 
. the near future. In such cases, the stockholder, if he so desires, 
may convert his scrip, in time, into the new securities. 

Bond Dividends——An uncommon form of dividend pay- 
ment is by means of bonds. Sometimes a corporation which 
desires to continue a dividend payment finds itself in posses- 
sion of cash which normally might very well be paid out to 
the stockholders, but which it needs to retain for itself. It 
may be that it holds at the same time a considerable number 
of Liberty Bonds of small denominations that were acquired 
during or after the World War. If such a corporation hap- 
pened to have a relatively small number of stockholders, and 
if the bonds were of the proper denominations to make the 
customary dividend payment to the stockholders if used for 
this purpose, the management should not be criticized for re- 
sorting to this plan. The payment of bond dividends has not 
always been of such a conservative nature as this, and in rare 
cases the bonds of the company itself have been used for divi- 
dend purposes. On the whole, it is probably fair to conclude 
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that most dividends in the form of the company’s own bonds 
are neither advisable nor defensible. 

“Property” Dividends——This form of dividend is rare and 
may be dismissed with very brief notice. It sometimes happens 
that a company finds itself in possession of property which is 
no longer needed or which it may not be allowed to use here- 
after in the usual conduct of its business. For example, there 
are cases where certain corporations have bought the stock of 
other corporations and later found it desirable or necessary 
to dispose of such securities. This may be done either by sell- 
ing them in the market or by dividing them up between the 
stockholders as a special dividend. 

Stock Dividends——The payment of stock dividends is a 
well-known practice at the present time. This has been the case, 
particularly since the latter part of 1922. At that time, many 
business corporations in the United States found themselves 
with large accumulations of surplus; moreover, there was 
more or less discussion throughout the country of the possi- 
bility of the federal government taxing such surpluses. 
Whether or not it was the fear of such taxation that prompted 
many corporations to declare stock dividends, the fact remains 
that they became extremely common after the fall of 1922. 
In some cases the stock dividend was extremely large, as wit- 
nessed by a four-hundred-per-cent stock dividend of the Stand- 
ard Oil Company of New Jersey. Usually, however, such 
dividends have been under ten per cent. The term “melon cut- 
ting’ has been applied to the very substantial stock dividends 
that are issued, as also to the payment of extra dividends in 
other forms than stock where it has been found desirable to 
distribute a large part of accumulated or current surplus. 

It is a well-known fact that the Supreme Court of the United 
States has ruled (1920) that stock dividends are not income. 
Consequently, the income tax laws of the United States are 
not interpreted in such a way as to make stock dividends tax- 
able. The above-mentioned decision contributed. greatly, it 
would seem, toward making the declaration of stock dividends 
notably common within a short time after this decision was 
made public. 

When a stock dividend is declared by a corporation, its 
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surplus is capitalized; by this we mean that the surplus is 
diminished by the amount of the stock distributed. The same 
is accomplished by the payment of a cash dividend. When a 
stock dividend has been distributed, any particular shareholder’s 
equity in the corporation in question has not been affected 
whatsoever. Let us suppose that a corporation has just one 
hundred shares of stock and that John Doe holds ten shares. 
The directors then declare a one-hundred-per-cent stock divi- 
dend, which means that John Doe will receive ten additional 
shares of stock. Formerly, he held one-tenth of the number 
of shares; now, he holds exactly the same fraction of the total 
issue. Consequently, his equity in the corporation’s assets has 
remained entirely unaffected by the issuance of the new stock. 

There was a time when stock dividends were issued by cor- 
porations for the purpose of concealing large earnings. If a 
corporation were earning a large return on its invested capital, 
such a fact, if made public, might result in unfavorable criticism 
on the part of the public. For example, if a corporation was 
paying a thirty-per-cent dividend, this fact, if advertised very 
widely, might do considerable damage to the corporation. If 
a two-hundred-per-cent stock dividend was issued and the 
rate of the cash dividend was reduced from thirty per cent to 
ten per cent, there probably would be less adverse criticism 
on the part of the public. There was a time when this was 
more literally true than at the present; but nowadays people 
are learning to view corporate financial matters in a much 
more intelligent manner than formerly. Consequently, the re- 
sorting on the part of corporations to the payment of stock 
dividends for the purpose of concealing profits is, we believe, 
relatively uncommon at present. 


Chapter XXXII 
BUSINESS EXPANSION AND CONSOLIDATION 


Successful Business Enterprises Tend to Change.—A 
business enterprise is a dynamic organization; it is either going 
ahead or going behind; it does not remain the same year after 
year. A large proportion of newly-formed enterprises fail, 
sooner or later. In this chapter we are not to consider busi- 
ness failures and the adjustments which such failures neces- 
sitate ; these things will be discussed in a later chapter. Rather, 
we are to consider now certain things regarding those business 
enterprises which are a success rather than a failure. 

There seems to be a tendency for successful business enter- 
prises to undergo, first, expansion, and, later, consolidation; 
at any rate, this is what happens to many of them. Expressed 
in other words, it seems to be in conformity with the facts 
to say that business enterprises, in a country like the United 
States, tend for a while to develop from the simpler to the 
more complex forms of organization, until finally they man- 
ifest a tendency toward concentration or consolidation into 
larger and larger units. Sometimes this tendency lags; at 
other times it is extremely active; there is no uniformity or 
steadiness in business expansion and consolidation. 

Why Businesses Expand.—Business enterprises tend to ex- 
pand because of various reasons, an important one being that 
they are in control of or are managed by restless, imaginative, 
ambitious, human beings. At least, many business enter- 
prises are exposed to managers of this type. As a rule, the 
normal business manager is not satisfied with the size and 
form of the enterprise which he heads, especially if the con- 
cern is small and if it is simply organized. He wants to effect 
some changes, particularly in the direction of expansion. 

Probably the outstanding motive prompting the managers 
of business enterprises to undertake to expand them is the 
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feeling that they would be more in their element if they were 
managing a concern which is larger and more complex. The 
normal individual of the managerial type prefers to be at the 
head of an enterprise having, let us say, a few million dollars, 
rather than one having only a few thousand dollars, capital. 
We might conclude, therefore, that an outstanding motive 
prompting business expansion is the desire of business man- 
agers or entrepreneurs to make for somebody, presumably 
themselves, a more important position. Most people who are 
not suffering from an “inferiority complex” are likely so to 
evaluate themselves that they think they are capable of filling 
a more important and a more responsible position than the 
one they already have. It goes almost without saying that, in 
this particular respect, many a man greatly deceives himself. 
The managerial ability of the rank and file is mediocre; the 
man of exceptional talent in the field of management is rare. 
Sometimes small business enterprises that have been a marked 
success fail utterly when they become much larger. 

Another explanation for business expansion is the desire 
on the part of many business men of the managerial type to 
do something different from what they already are doing. 
Many American business men are extremely restless; they think 
it is a sign of progress to be doing something different. It 
may be that this can be explained by the fact that successful 
men of the managerial type necessarily must have imagination. 
Perhaps their desire and effort to do something different is 
nothing but an attempt to formulate a project which is the 
creature of their imagination, and which must forever remain 
unborn unless they continue inwardly, if not openly, to main- 
tain a critical attitude toward the current situation in their 
respective businesses. 

Other factors that have been brought forward in explana- 
tion of business expansion on the part of business managers 
are the desire to make more money and to take a chance.? 
The desire for greater monetary gain on the part of business 
managers who undertake to expand their respective businesses 


‘See the discussion on motives leading to business expansion by Dewing in 
his The Financial Policy of Corporations, The Ronald Press Company, 
PP. 634-637. 
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is, in many instances, a partial explanation for their efforts 
toward expansion. On the whole, as we view it, this is a 
laudable motive; for where is there a normal man who does 
not desire to increase his earning capacity ? 

The desire to take a chance in the particular line in which 
a man thinks he is an expert is also a motive prompting busi- 
ness development. To many business organizers or man- 
agers, busirless expansion is in the nature of a game which 
they have every assurance they know how to play. Where 
is the normal individual who does not wish at times to be 
an active participant in a game which he believes he can play 
as well or better than the other fellow? 

Evidences of Expansion in our Earlier Material Devel- 
opment.—There is a tendency, perhaps, for many to think 
of mergers and consolidations almost to the exclusion of every- 
thing else, when the subject of business expansion is being 
contemplated. But mergers and consolidations are only ad- 
vanced phases of business expansion. A business is expanding 
when, having started in a small way as a one-man concern, 
it is changed, as a result of growth and development, into the 
partnership form of business organization and later into a 
corporation. Further, it is still expanding or, perhaps more 
accurately, is entering upon the consolidation stage when it is 
a party to a merger agreement or becomes a part of a super- 
trust. If this is the proper conception of business expansion 
and concentration, viewed in its broadest sense, that which 
forms the subject of the present chapter already has been con- 
sidered, in its more elementary forms or stages, in earlier 
chapters of this book. We refer particularly to those chap- 
ters dealing with types of business enterprises, from the simple 
proprietorship at the one extreme to the complex corporate 
holding company at the other. The reader is referred back 
to these chapters to refresh his mind, if necessary, regarding 
the ways in which businesses have expanded historically from 
the simpler to the more complex types of organization. Later 
in the present chapter attention will be directed to the more 
recent phases of the movement toward business expansion and 
concentration, particularly to consolidations, mergers, and the 
so-called super-trusts. 
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Reducing Competition—One finds it next to impossible 
properly to consider business expansion, except in its most 
elementary phases, apart from competition. Competition always 
has been a big factor in American business; it used to be con- 
sidered the life of trade; many so consider it at the present 
day. In some lines of enterprise, especially transportation, 
competition has had disastrous results when it has been un- 
restricted. In other lines of business enterprise, competition 
has been less destructive, although it has been extremely bother- 
some at times to business managers, especially when it has 
been exceedingly keen and excessive. Trying to restrict com- 
petition somewhat but still keeping within the law, so as not 
to be acting “in restraint of trade,” has occupied the time 
and attention of hosts of persons of no mean business caliber. 
Put in other words, in the interests of self-preservation, va- 
rious plans have been devised from time to time by business 
concerns for restricting competition. Some of these plans will 
now be mentioned. 

We already have referred (Chapter VII) to pooling ar- 
rangements that were extremely common in this country in 
certain lines of enterprise, particularly in the fifteen years 
after (about) 1865. As a means of checking competition, it 
does not seem that the pool was a highly successful device. 

Another plan for restricting competition was the so-called 
trust or trustee device. This was very much like the pool, 
although it was more permanent. It enjoyed practically all 
the advantages of the pool with none of its disadvantages. 
According to the trustee device, a sufficiently large number 
of shareholders, holding voting shares of stock in competing 
corporations, transferred, in trust, their shares of stock to 
a board of trustees: which was able to control the policies of 
all the corporations in the group. The board of trustees could 
vote the stock in the various corporations and elect boards of 
directors who would carry out in each of the corporations the 
policy of the trustees. The actual stockholders in the for- 
merly competing corporations received, of course, the divi- 
dends on their shares through the trustees, although the latter 
became the holders and voters of the stock, and issued in 
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exchange therefor to each stockholder an equitable amount of 
trust certificates. 

Mention already has been made of the fact (p. 70) that the 
trustee device as a plan of business organization and manage- 
ment was used first in this country, so it has been reported, 
by the Standard Oil Company in 1879. By this we mean 
that in the year mentioned the so-called Standard Oil ‘Trust’ 
was organized. Its general plan of business arrangement 
already has been described and need not be repeated here. 
During the few years following the formation of the Standard 
Oil Trust, the trust form of business organization was com- 
monly used. Thus there was the American Cotton Oil Trust, 
the so-called Whiskey Trust, the Sugar Trust, and so on. 
The trustee device soon became unpopular in this country, in 
that it was believed to be monopolistic in character. Accord- 
ingly, in 1889, several states passed anti-trust laws and their 
action soon was followed by similar legislation in other states, 
A federal anti-trust law (the Sherman Law) was passed by 
Congress in 18go. 

As a result of federal and state legislation, the movement 
toward the formation of trusts by means of the trustee device 
was checked; and in due course of time those which had been 
formed were either dissolved or reorganized, often as holding 
companies, so as to be within the law. The name, trust, re- 
mained, however, and has persisted even until the present 
day to indicate in certain quarters any form of business organ- 
ization where large interests are involved. 

It is not to be understood, of course, that all big business 
enterprises were abandoned after the passage and enforcement 
of the anti-trust laws. As is well known, other forms of 
organization came to take their place. So far as the trustee 
device was concerned, it was replaced rather commonly by 
the holding company and by other plans for business enter- 
prises getting together in the interests of checking competition, 
such as through interlocking directorates, community of in- 
terests, and so on. Inasmuch as the holding company already 
has been discussed at some length and other later types of 
business organization have been given brief mention (Chapter 
VII), no further references will be made to them now. We 
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hasten to direct attention to an important historical phase of 
business expansion, that of the great industrial combination 
period, which started in the eighties of the last century; but 
brief attention must be given first to what might well be called 
certain underlying principles of business expansion. 

Principles of Business Expansion.—When a business con- 
cern has become well established, having passed through the 
more elementary stages of growth, and developed into the 
partnership or corporate form, there are, in many cases, two 
possible methods of further expansion. In the first place, it 
may be developed, perhaps, from within, by the utilization 
of its own latent powers; that is to say, it may expand through 
the use of its own resources. This method of expansion 
already has been considered more or less in another connec- 
tion (p. 437). It is illustrated by the numerous business 
enterprises which have developed tremendously by the man- 
agement consistently turning back into the business year by 
year the net earnings, or a large percentage of them. 

In the second place, the business concern in question may 
undertake to expand by entering into negotiations with other 
enterprises which are quite independent of itself but which, in 
all probability, have certain common interests. Sometimes the 
“other enterprises” are not yet actually in existence, except 
as creatures of the imagination. This method of expansion 
may be brought about in a considerable variety of ways. One 
of these is for the company desiring expansion to organize a 
subsidiary through which it (the parent company) may accom- 
plish its ends. The subsidiary may be found to be a skillful 
means of getting around the after-acquired-property clause in 
a mortgage which covers the property of the parent company. 
It might be, however, that the formation of a subsidiary would 
be undertaken for the purpose of placing a limit to the risk 
involved on the part of the parent company in the expansion 
that is about to be undertaken. A third possible use of the 
subsidiary might be to establish a company whose name will 
correspond accurately with the nature of the product which 
it is to handle. Thus, the parent company might wish to pro- 
duce or market a goods which is a by-product and which is, 
therefore, quite different from its main line. Accordingly, it 
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might resort to the formation of a subsidiary for the produc- 
tion or handling of the product whose name might contain the 
name of the by-product in question. 

The lease is another method of expansion, available to cer- 
tain types of enterprises. Sometimes expansion can be ac- 
complished in this way without any very great expense. 
Railways have been the form of business enterprise to utilize 
the lease more than any other. Again, expansion may be 
accomplished, if so desired, by purchasing stock in some other 
company. If the amount of the stock purchased is sufficient, 
especially if it is voting stock, the purchasing company can 
come into control of the other corporation. Various other 
methods of expansion have been practiced from time to time, 
but only one of these will be mentioned here. We refer to 
the merger which has many striking advantages, although it is 
a rather expensive form of expansion at times, in that not 
merely a part of the merged corporation has to be purchased, 
but its entire property must be acquired. 

The Nineteenth-century Industrial Consolidation Move- 
ment.—Those who are acquainted with the economic history 
of the United States will recognize at once, from this par- 
ticular paragraph heading, that we are about to undertake a 
discussion of that important phase of our corporate history 
covered roughly by the years, 1882 to 1903. Let us proceed 
at once with a consideration of this important topic. 

In 1880 there was not a single large industrial consolida- 
tion in the United States; two or three years later a manu- 
facturing combination was effected in Connecticut with a 
capitalization of $1,000,000. It is almost impossible to over- 
exaggerate the attention which this, at that time, tremendously 
large enterprise attracted. Within the next four or five years 
many large combinations of industries were effected; the great 
era of industrial consolidations was now under way. Within a 
few years more, organizations capitalized at unheard-of figures 
were launched, the capitalization of a number of concerns soon 
reaching approximately $100,000,000 each. Before the move- 
ment ended, one concern—the United States Steel Corporation 
—had been formed whose capitalization exceeded a billion 


dollars. 
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For a while at least, practically all of the consolidations 
were of the “‘trust’ form of organization. That is to say, 
the common management of the associated enterprises was 
effected by means of the trustee device, whereby a board of 
trustees was intrusted with the voting power of a sufficiently 
large number of voting shares so that several relatively small 
and formerly competing enterprises would no longer be subject 
to competition among themselves. It has been reported on 
good authority that, by the close of the century, something over 
two hundred and fifty industrial consolidations of substantial 
size had been formed. It is difficult to state exactly the num- 
ber of industrial consolidations that were effected throughout 
the whole period under consideration. Probably it would be cor- 
rect to say that between two hundred and fifty and three 
hundred and fifty would be a fair estimate. In brief, the 
situation was such that practically every industry had its con- 
solidation or “trust.” 

During the earlier part of the era under discussion, the trustee 
device predominated. During the last seven or eight years of 
the period, upwards of 55 per cent of the consolidations that 
were effected were reported to have been organizations not 
of the “trust’”’ type but corporations organized under the laws of 
the State of New Jersey.1_ The outstanding motive prompting 
the formation of industrial consolidations in the period under 
discussion was the desire to suppress competition and to make 
a test of the alleged, and widely-believed-in, advantages of 
large-scale production. 

It is not to be understood that the industrial trust era which 
characterized the corporate history of the closing years of last 
century and the first two or three of the present century main- 
tained an even degree of intensity throughout the whole period. 
The movement continued with little or no interruption until the 
early part of 1893, when the well-known panic of that year vir- 
tually put a stop to industrial consolidations. It was not until 
1897 that the movement was off again to a fresh start. Finally, 

*The reason for this will be entered into later. It will be sufficient for 
our purposes here merely to remind the reader that New Jersey, in 1880, 
authorized the holding company form of business organization, a form very 


convenient in the latter part of the period under consideration, when trusts 
had to be adjusted somewhat to be within the law. 
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in 1903, the oncoming industrial depression marked the gen- 
eral cessation of industrial combinations. Not until very recent 
years have we had an important recurrence of a business con- 
solidation movement, although it looked at times, during the 
upwards of twenty years’ interval, as if a fresh movement of 
real significance might start. A consideration of the twen- 
tieth-century merger movement will be entered into later in 
this chapter. ° 

Why the Industrial Trust Era Came to a Close About 
1903.—Various students of the industrial trust era have as- 
signed causes for its coming to an abrupt ending, almost at the 
very beginning of the twentieth century. Some of these causes 
will be given here. Probably the most important of all was 
that the trusts had failed to accomplish what it was widely 
believed that they would accomplish. It was expected that 
great economies would result both from the suppression of 
competition and from an increase of the scale of production 
and marketing. Before the beginning of the nineteenth-cen- 
tury industrial trust era and while it was in progress, much 
was heard of the great economies of large-scale production. 
In most cases, however, these supposed economies were not 
realized in practice. To the amazement of promoters, business 
men, and others, it was found that the constituent companies 
in many instances could not, when in the combination, realize 
in the aggregate as great profits as had been realized by the 
separate companies before the combination took place. 

Again, the predictions made by the promoters with respect 
to the great future value of the common stocks created by the 
consolidations were not fulfilled. The trouble was that, in 
many instances, there was too much watered stock; that is to 
say, common stock, in particular, was issued too liberally to 
promoters, bankers, and others in the plans for capitalizing 
expected economies. Again, some of the concerns that were 
formed during this period were downright failures. At times, 
when such failures were brought to light, scandals of one 
kind or another connected with the formation and operation 
of such enterprises were made much of by those who were 
inclined toward gossiping about financial affairs. The outcome 
of the whole matter was that, by 1902 or 1903, there were rela- 
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tively few of those persons who were entitled to an opinion on 
the matter who were still defenders of industrial consolidations 
and of large-scale production for practically every type of busi- 
ness enterprise. 

Other factors that played a greater or lesser part in bringing 
the great industrial trust promotion era to a close were the 
coming into prominence of public utilities, and the adaptability 
of the holding company to their efficient and economical oper- 
ation. To such an extent was this true, that the public utility 
field for large business units began, in the very first years of 
the twentieth century, to attract the attention both of bankers 
and of promoters. Finally, a factor. regarded by some as of very 
great importance was the decision in 1904 in the memorable 
Northern Security Company case, which made it apparent that 
the Sherman Anti-Trust Act of 1890 had to be reckoned with. 
Not until this decision was made, was it generally appreciated 
that for concerns which were competitors to form consolidations 
for the purpose of stifling competition was contrary to the laws 
of the United States. 

Expansion and Consolidation of Railroads.—This compre- 
hensive subject alone has filled a number of good books, so 
that even its mere outlines cannot be given here, and we shall 
not undertake to do so. We wish, however, to remind the 
reader in passing that railroads in this country have enjoyed 
expansion and consolidation to the full; as a matter of fact, 
the railroad history of the United States is replete with out- 
standing examples of the most complex forms of corporate 
arrangements. Also, it is probably true that neither the trustee 
device nor the holding company has ever played as prominent 
a part in railroad expansion and consolidation as they have 
in other fields of American business; but practically every 
other consolidation device that ever has been heard of has 
been used at one time or another for the purpose of expanding 
and concentrating our railways. In brief, there have been 
effected in the interests of railway consolidation such devices 
as pools; traffic agreement; leases; majority stock ownership; 
total stock ownership; and entire ownership of all the prop- 
erty. Nor should we overlook in this connection the use of 
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“community of interests’ and other devices which at one 
time or another have been effective in bringing about partial 
or complete combination or consolidation.t 

The Expansion and Consolidation of Public Utilities —In 
the public utility field the holding company has been an out- 
standing form of business organization that has been utilized 
for the purpose of effecting expansion and concentration. The 
holding company, when decided upon, is incorporated in some 
state where this form of business organization is permitted, 
and it then undertakes to acquire the amount of stock that is 
deemed necessary to control the policies of certain public util- 
ities, usually of a single variety, such as gas, traction, and 
electric concerns. The idea behind this plan is that the cen- 
tralized organization—the public utility holding company—can 
manage local utilities more effectively and economically than 
they could possibly be managed as entirely isolated units by the 
people directly on the ground. 

The public utility holding company in this country reaches 
back for its beginnings, so authorities claim, to the United 
Gas Improvement Company which came into existence in 1882. 
This has been a wonderfully successful organization, in con- 
nection with both gas and electric light plants in different parts 
of the country. When it was seen that the United Gas Im- 
provement Company was successful as a holding company, this 
fact attracted the attention of other promoters and financiers 
in the same general field. At the present time in every sec- 
tion of the United States there are numerous public utility hold- 
ing companies operating practically every type of public utility 
known. 

Alleged Advantages of the Public Utility Holding Com- 
pany.—The advantages of the public utility holding company 
over a system of separate and independent ownership and oper- 


1For a discussion of railroad expansion and consolidation the reader is 
referred to Chapters III and IV°in Book IV of Dewrne’s The Financial 
Policy of Corporations; Rriptey, “Transportation” in Vol. XIX of the 
Final Report of the United States Industrial Commission; CLEVELAND 
and Powett, Railroad Finance; Newcoms, Recent Great Railway Com- 
binations. In addition to these and a few other general studies, the reader 
can find in any good railroad bibliography a number of monographs con- 
taining the history of the development of almost any specific railway system, 
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ation of public utilities as purely local concerns have been 
pointed out time and again by different authorities. A sum- 
mary of the principal alleged advantages will now be given. 
It is claimed that the holding company, by uniting under a 
single control and management the utilities of several com- 
munities, commands a volume of business sufficiently large to 
enable it to employ the highest class “executive, engineering, 
and operating staff’ to function among all the constituent 
companies. The result is, so it is said, that the local concerns 
are more efficiently operated, and at a reduced cost. [Economies 
are effected in buying supplies and by standardizing materials. 
Moreover, better credit terms are secured by the holding com- 
pany, it is claimed, than could be secured by the separate units. 
In addition, further economies are effected by the standardiza- 
tion both of operating methods and of accounting systems. 
Again, the fact that the constituent companies are widely scat- 
tered geographically is said to help distribute risk, particularly 
in that unforeseen, though serious, damages to one of the 
plants, due to some local cause, become a matter of much less 
concern when averaged up with all the other plants. All these 
advantages, it is alleged, result, in the final analysis, in de- 
creasing the amount of capital necessary to run the utilities, 
and bring about a reduced fixed carrying charge. Again, there 
should not be overlooked the claim that the holding company 
has an advantage over the independently operating concerns 
in business relationships with the public, particularly in ar- 
ranging contracts, and in settling questions pertaining to neces- 
sary extensions to bring in new customers. And, finally, the 
holding company can render at times invaluable assistance to 
the local concerns in connection with financial matters. Some 
authorities feature this advantage as the most important of all. 

Whether or not all these claims could be substantiated in 
studying each and every case is, of course, an open question; 
probably they could not. Undoubtedly, however, the public 
utility holding company must possess a goodly number of 
advantages over the independent operation of local utilities; 
otherwise it would not continue to be used so extensively time 
and again in connection with the operation of business enter- 
prises in the public utility field. 
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The Twentieth-century Merger Movement. '_Beginning in 
the earlier years of the second decade of the twentieth cen- 
tury, and continuing until the present time, a widespread move- 
ment toward the expansion of business enterprises and their 
consolidation into larger units has been attracting considerable 
attention in several of the important industrial and commer- 
cial countries of the world, including the United States. We 
shall confine our discussion here to the merger movement of 
this country. In some respects this movement reminds us of 
the great era of industrial consolidations discussed earlier in 
this chapter. In many respects, however, the two inovements 
are strikingly different. ; 

Not Confined to a Single Field.—An outstanding Ste 
acteristic of the twentieth-century merger movement is that it 
is not confined to any one field of enterprise. It has assumed 
considerable importance among railroads, industrials (includ- 
ing extractive industries), banks, and public utilities. At one 
time, interest is centered primarily upon mergers taking place 
in rapid succession in some particular branch of industry— 
the public utilities, for example. At another time, some other 
group, such as the oils, seems most in prominence. Speaking 
generally, no important division of either the industrial or 
commercial enterprises of this country seems to be escaping 
from the influence of the merger epidemic. 

The twentieth-century movement toward consolidation seems 
to have attracted attention, first of all, within the field of 
railroads; since 1920, plans for their consolidation have been 
very much in the air. Numerous industrial combinations or 
mergers, prompted, it would seem, by the example set with 
governmental sanction by the railroads, have occurred among 
a variety of industrials, including the meat-packing and steel 
industries. On the whole, such combinations have attracted 
less comment than those in certain other fields. This may be 
due to the fact that we have become used to the large business 


1The material in the rest of this chapter was printed, in large part, in 
The Annalist, January 22 and January 29, 1926, as articles written by the 
present writer, bearing the titles, “An Estimate of the Present-Day Merger 
Movement,” and “An Appraisal of the Present-Day Merger Movement.” 
They are reproduced here by permission, but have been changed in certain 
particulars to conform with present-day conditions. 
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unit in such fields, and that it is now rather commonly taken 
for granted that the iron and steel, packing, and certain other 
industries are among those peculiarly adapted to large-scale 
production. 

Among the extractive enterprises, considerable attention was 
attracted by the announcement that the Standard Oil Com- 
pany of Indiana had acquired control of the Pan-American 
Petroleum and Transport Company. Later, the Pan-American 
was reported to have secured the Lago Petroleum Company. 
Then again, the so-called Standard Oil Company of New York- 
Magnolia Petroleum Company of Texas merger loomed into 
psominence; and, still later, much interest centered on the 
proposed merger of the Pacific Oil Company with the Standard 
Oil Company of California. 

Among the industries, there have been many mergers or 
proposed mergers, as witnessed by the National Food Product 
Corporation within the field of baking, and the Armour and 
Morris case in the packing industry. The formation of the 
Eastern Dairies, Inc., attracted much attention when it was 
launched in New England as a merger of numerous concerns 
engaged in manufacturing ice cream and allied products. 

Within the field of finance, particularly banking, the merger 
movement has made, perhaps, greater progress in England and 
on the continent of Europe than in this country. However, 
there has been in the United States marked progress in the con- 
solidation movement among banks, particularly commercial 
banks. There have been so many mergers of this sort that 
the reader probably has in mind examples of his own, so that 
only two or three cases need be mentioned. In the early part of 
1926, there was a merger of the Mechanics and Metals Na- 
tional Bank with the Chase National Bank; whereas in the latter 
part of the same year the American Exchange-Irving Trust 
Company came into existence as the result of the merger of the 
Irving Bank and Trust Company, the American Exchange 
Bank, and the Pacific National Bank. Then, in February, 
1929, announcement was made in the press of the consolidation 
of two large banking concerns in New York—the Guaranty 
Trust Company and the National Bank of Commerce, whose 
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combined resources, it is said, amount to something like 
$2,000,000,000. 

In the public utility field, numerous consolidations, brought 
forward in most instances by the motive of more economical 
operation, have been effected. One of the most comprehensive 
of these schemes represents the merger of a series of hydro- 
electric properties doing business in five different states under 
the proposed leadership of the Power Corporation of New 
York. During the Florida land boom, considerable comment 
was centered upon a power-plant merger including about half 
a dozen companies on the eastern coast of Florida. Other 
instances of public utility consolidations of all sorts, either 
actually accomplished or under serious consideration, might 
be added here in great number. 

Enough evidence has been given, it is hoped, to estab- 
lish the proposition mentioned above, that an outstanding char- 
acteristic of the present-day consolidation movement is that 
it is not confined to any one particular field of enterprise. The 
movement has continued apace, though with varying intensity, 
among the extracting and manufacturing industries, among the 
transportation and public utility organizations, and among the 
banks and other selected types of commercial enterprises. 

Only Efficient Plants Merged.—Another characteristic of 
the present-day consolidation movement is that no attempt is 
made, at least in a large proportion of the new ventures, to 
consolidate all the plants in a given industry regardless of 
whether they are high or low grade. As a rule, an entirely 
different plan is followed, in that there is selected for the 
merger a certain number of relatively efficient plants. In a 
considerable proportion of the mergers, no effort is made to 
bring into existence a single new organization which, when it 
gets well under way, will stifle competition in the industry con- 
cerned. On the contrary, competition seems to remain a-plenty, 
but it is competition among a few large units rather than 
among many smaller units within the same field. The mergers 
that have taken place in the automobile industry seem to be 
typical of what we have here in mind. What we have just 
said with respect to the narrowing of competition and its per- 
sistence refers, of course, primarily to industrial organizations 


506 THE FINANCING OF BUSINESS ENTERPRISES 


whether they be of the manufacturing or the extractive type. 
Among railroads and public service enterprises a different situa- 
tion prevails. There, whether or not competition is retained 
is a matter of little or no concern when consolidation is con- 
templated, since the general character of the franchise that 
has been granted to the units in the prospective merger pre- 
supposes in most cases a species of monopoly, even though in 
a limited field. 

Monopoly Looked upon with Disfavor.—Of course, we 
must not overlook the fact that occasionally mergers have been 
proposed which have been regarded in some quarters as verging 
on monopoly, or as being in unreasonable restraint of trade. 
The federal government is on record as having forbidden the 
formation of the so-called “bread trust’? on the ground, in 
effect, that if permitted it would tend to bring into existence 
a monopoly. This has raised the general question of the 
legality of large combinations, and the query as to how much 
farther than they have yet gone these may proceed along the 
same line without interference from the government. There 
are indications that those in authority are not decidedly un- 
favorable to the merger movement as a general proposition, 
and that no business unit nowadays, however large, is neces- 
sarily held in suspicion of monopoly or unfair trade practices 
simply because it is large. It is probably fair to say that the 
government, the courts, and the American people in general 
are becoming educated to the idea of having large capitalistic 
enterprises in our midst, at least in selected fields; and that 
the next decade or two will see the evolution of business units 
with assets many times a figure ever thought possible in pre- 
War times, even by the most ambitious promoters. 

The Super-trust Attracts Attention.—But these will not all 
be the result of consolidations of existing business units within 
the same field, as instanced above. Another movement of a 
somewhat different character, though leading in many instances 
to very much the same results, which is fast gaining headway in 
the country, is that which is giving us the so-called “super- 
trust.” There is no one outstanding type of this organization 
to which all conform; the super-trust has many forms, and 
desire for monopoly is not necessarily a driving force in its 
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creation. One type is the business organization which was 
devoted originally to the production of one or two products but 
which, through the process of expansion, has become so inte- 
grated that it engages in all stages of production from the 
securing of the raw material from nature to the elaboration 
(and, perhaps, even the marketing) of the most refined products 
derived from such raw material. Another type of organiza- 
tion of the super-trust variety is found in the concern which 
continues to manufacture the product for which the original 
business unit was formed, but which has gradually taken on 
the production of a considerable number of secondary products 
derived in some instances from what formerly was its own 
waste material. The result of such development either along 
the lines just indicated or other related expansions is that a 
considerable number of the larger business units of the country 
are now engaged in from two to twenty, or even more, distinct 
lines of productive activity. Other varieties of the super-trust 
organization have heretofore been described * and require no 
further comment here. Suffice it to say that, almost unnoticed 
by the rank and file of the American public, they have expanded 
their fields of activity until they represent, in some cases, 
tremendous aggregations of capital under a single control, 
engaged in coordinated business activities on a much larger 
and more diversified scale than most people have begun to 
appreciate. 

One Variety of Super-trust Called Circular Consolidation. 
—Some writers do not use the name “super-trust’”’ in discussing 
the types of business organizations to which we have just been 
referring. Another name that is coming into use to designate 
one type of so-called super-trust is the ‘circular consolidation.” 
In order the better to explain this term, we wish to remind the 
reader at this point of the accepted significance of horizontal 
combination and of vertical combination. A horizontal com- 
bination is effected when two or more concerns in the same 
line of production are brought together under one head, as 
when an iron and steel company buys out another iron and 
steel company, or when two or more dye-manufacturing con- 
cerns are combined. A vertical combination brings together 

1See The New York Times, December 13, 1925. 
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a series of plants, each of which produces some one thing as 
a separate stage in the production of a more finished product. 
The United States Steel Corporation is a good illustration of 
this type of combination; it is often spoken of as a well- 
integrated industry. The Ford Company is another outstand- 
ing example of the same sort of thing. These are business 
giants, but they are giants of a type that has been with us for 
a long time, and to which we have become used or adapted. 
The large integrated industries, such as those we have men- 
tioned, are no longer feared; they have never been monopolies 
nor near-monopolies. Most of them that have been in existence 
the longest time have turned out to be organizations of the 
highest grade, even though they were greatly feared in some 
quarters when they first came into being. 

A relatively new type of combination which was referred 
to above as a certain type of the “super-trust” form of business 
organization, is called by some the circular consolidation. It 
brings together under a common ownership a number of 
specialized plants which turn out for the one concern a great 
variety of products. For example, the Postum Company, Inc., 
produces and sells breakfast foods, coffee substitutes, chocolate, 
coconut, tapioca, mayonnaise, and various other goods. But 
these products are not merely a heterogeneous group; they are 
said by authorities to constitute a natural group of products 
for economical distribution, in that they are sold by the same 
general plan and pass through the same distributive channels. 
E. I. du Pont de Nemours & Co., Inc., is another high-grade 
example of the general type of organization we are here con- 
sidering, and has been called by some a circular consolidation. 
Originally an explosives manufacturing concern, it has broad- 
ened out until it now is engaged in producing a large variety 
of other products as well. These include rayon; paints and 
varnishes; moving picture films; transparent wrapping paper ; 
rubber products; dyestuffs, and so on. The same concern 
operates, it is said, a large building construction company, a 
large hotel, and a theater, as well. Moreover, it is also a large 
enough owner in an outstanding automobile manufacturing 
concern (which is itself a gigantic merger of a number of 
companies) virtually to dominate its policy, so it is reported. 
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An interesting thing to note about the so-called circular com- 
binations is that they seem to tend less toward monopoly, it 
would appear, than some of the more simply organized hori- 
zontal combinations. The financial success of the circular con- 
solidations depends more upon the great variety of functions 
which are performed (whereby risk is distributed widely in the 
concern as a whole) than upon the number of plants it has 
under its jurisdiction. 

Causes of Merger Movement: Aftitude of Courts and 
Government.—Turning now to an attempt to account for the 
twentieth-century merger movement, we find a considerable 
variety of causes meriting consideration. In the first place, the 
attitude of courts and government toward big business is strik- 
ingly different from what it was two or three decades ago. It 
seems to be recognized that very substantial business units are 
necessarily a part of the economic organization of a country 
as large, populous; and wealthy as the United States. In the 
railroad field the consolidation of the considerable number of 
railroads of the country into a few gigantic systems is likely 
soon to be accomplished, for it is actually prescribed by the 
federal government. Naturally other branches of the country’s 
business enterprises are not slow to catch the step. If consolida- 
tions in the railroad field are anticipated by the government, 
why should not consolidations in other lines be effected, it is 
urged. 

The Financial Factor.—Again, the general financial situation 
throughout the country has been favorable for business ex- 
pansion. There have been times when for financial reasons, 
if for no other, such large-scale organization as is now being 
accomplished would have been considered impossible. This is 
because business expansion, in the final analysis, involves prob- 
lems of both business organization and business finance. But 
the Great War taught our business men how to deal with 
gigantic financial problems. With this experience as a back- 
ground, and with a knowledge of the financial machinery and 
of methods that were devised during the War for accomplishing 
large governmental financial operations, the financing nowadays 
of large private business enterprises can be effected on a scale 


510 THE FINANCING OF BUSINESS ENTERPRISES 


undreamed of in pre-War times.’ This assumes, of course, 
that there is abundant capital available for buying securities 
—a situation that has existed most of the time that the merger 
movement has been going on. 

Personal Ambition as a Factor—Another important factor 
making toward larger business units is the natural ambition of 
certain men to figure in business organizations and operations 
of extraordinarily large dimensions. Desiring to be known 
nationally, even internationally, and expecting to be evaluated 
by the public at large in terms of their business setting, there 
are certain business men who aspire to organize something big 
in the world of business, and to function therein at the top. 
They are men of imagination who yearn to do something con- 
structive, to build more broadly and to establish a structure of 
larger proportions and of a different type than any of their 
predecessors. They are, at least some of them, virtually candi- 
dates for the position of all-American-business-organizer. To 
them business expansion is analogous to a game which they are 
confident they can play. And who does not aspire to be in (not 
merely a spectator of ) a game at which he thinks he is of all- 
American calibre ? 

The Influence of Banking Interest—In seeking still further 
for causes of the consolidation movement, it may be added that, 

1One of the outstanding examples of high-powered organization in the 
United States is the machinery that has been created for selling the billions 
of dollars’ worth of bonds per year which are now disposed of in our invest- 
ment market. During the time of the Great War there was developed, on 
a scale hitherto unknown in any country, an effective organization which 
marketed successfully the various issues of Liberty Bonds and Victory Notes. 
The leadership which this country came to occupy during the Great War 
in the field of finance, and as a creditor nation, has resulted in making the 
United States a great securities market, not only for domestic issues but 
for foreign issues as well. It needed efficient machinery to handle the great 
issues underwritten by American investment bankers, and such machinery 
has been furnished. Some appreciation of the growth of the organization 
for marketing investment securities can be obtained when we consider the 
fact that down until the opening of the Great War a $25,000,000 issue was 
rare in international finance, and it could be successfully handled, it was 
thought, only by the British investment organization. Within a period of 
ten years, so accustomed had we become to financing projects involving tre- 
mendous sums that today it is only a $100,000,000 loan or thereabouts that 
creates any substantial selling problem. This assumes, of course, that the 


security behind the loan is satisfactory, and that the bonds are correctly 
priced. 
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in all probability, impetus has been given to it by certain invest- 
ment banking interests prompted, in part at least, by their 
desire to increase their legitimate income by the underwriting 
and marketing of securities. In this connection, however, it 
should not be overlooked that a number of the mergers appar- 
ently have been brought about very largely by the exchange 
of securities rather than through the agency of raising new 
capital. There are instances, of course, where large amounts of 
new capital have had to be raised; and others where the con- 
solidations have been brought about both by the exchange of 
securities and by the agency of new capital. It is very difficult 
to arrive at a definite opinion as to how much new capital 
has been needed for effecting the present-day consolidation 
movement because of the fact that, in many cases, the public 
has not been fully informed on this point. 

At any rate, we should not be unmindful of the fact, as 
already indicated above in another connection, that one of the 
underlying causes of the present-day merger movement is the 
large amount of capital that is actually available for investment 
in securities. The bankers not only are usually sure of selling 
to the public at a safe predetermined price the securities which 
they underwrite, but whatever blocks of stock they themselves 
may have acquired on their own account are reasonably certain 
of a ready and profitable market. Were this not the actual 
situation, a great obstacle toward the formation of those par- 
ticular mergers which could be effected only by the raising 
of large amounts of new capital would thereby be imposed. 
The bankers, who know probably better than any other profes- 
sional group in the country the general financial situation, have 
been able to lend support to the merger movement because of 
this situation, knowing full well that the public was both in the 
proper mood and financially able to absorb vast quantities of 
securities which they might underwrite, or which they might 
acquire otherwise and wish to pass on to the public. 

Miscellaneous Causes.—Still other causes, in great variety, 
of the present-day merger movement have been suggested, and 
should be mentioned in passing. The inability, at times, of the 
Federal Trade Commission promptly to dispose of all cases 
brought before it for consideration, chiefly because of the large 
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volume of work to be handled with a limited personnel, has been 
seriously urged as a first-rank cause. One whose opinion on 
such matters merits consideration is reported to have advo- 
cated industrial consolidations as a step toward the elimination 
of waste in production, for assuring steady employment, to 
reduce costs, and to curb over-development. The particular 
enterprises cited in which economies might be brought about 
by consolidation were the mining of bituminous coal, milling, 
transportation, and the manufacture of boots and shoes. Within 
the field of public utilities, more “economical operation” has 
been advocated repeatedly as an underlying cause of consolida- 
tion. It may be added that it is in this particular field that 
mergers quite frequently seem to be arranged with little extra 
outlay of money, that is, by the exchange of securities. 

There are those who reply, when asked for the causes of the 
merger movement, that the development of larger business units 
through consolidation or by expansion is, after all, a logical 
development in a country as large, populous and rich as the 
United States, especially when we consider the resourcefulness 
and aggressiveness of the modern type of business man who 
has climbed far enough up the ladder to get a comprehensive 
view of big business. Others credit our schools of business 
administration, which now have been in successful operation 
for two decades or more, with contributing substantially to the 
big-business-unit movement. They have been turning out men 
who have been trained professionally for a business career. 
Their vision should be substantially wider than that of the 
earlier type of business executive, it is asserted, and they are 
now seeking large fields to conquer. Be this as it may, our 
present-day executives are handling problems vastly bigger than 
any executives had to handle a generation or so ago, and they 
seem to thrive upon the larger requirement. 

Some Mergers Likely to Prove Disappointing.—Unfortu- 
nately, many of the new crop of would-be captains of industry 
and finance, so far as we are able to judge, are unmindful of 
the sad financial outcome of a large proportion of the consolida- 
tions that were formed in the earlier period to which we re- 
ferred—the period between the late eighties of the last century 
and the opening of the present century. In business, as well 
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as in other walks of life, one generation learns but little, it 
- would seem, from the unfortunate experiences of the previous 
generation. One must frankly admit that personal experience 
remains still the greatest teacher. It is very probable that some 
of the mergers that are now being effected will prove very 
disappointing, not only to their promoters and to the banking 
houses that have lent their support, but most of all to the 
security holders themselves. Others will prove to be the 
marginal enterprises—neither downright failures nor conspicu- 
ous successes. Still others, in all probability, will realize fully 
the hopes and ambitions of all the various parties concerned. 
What the long-run or ultimate results of the consolidation 
movement are likely to be upon the respective businesses con- 
cerned, upon the general stability of business as a whole, and 
upon the all-important question of trade oscillations are very 
important questions which already are causing considerable 
concern among thinking people. They are questions, however, 
that as yet cannot be answered even by the most far-seeing 
experts upon business affairs. 

The Most Profitable Size of Business Organization.—A 
question which the principals in any proposed consolidation 
would do well to consider carefully is: What is the most 
profitable size of business organization in this particular line 
of business? Perhaps the question should take the form: 
Will a larger business organization in this particular enterprise 
be relatively more or less profitable than a smaller organization? 
In still another form, the question would be: Will the cost of 
production of the unit of product (assuming a manufacturing 
enterprise to be the type in question) be greater or less than 
it is now, if the business is merged with another (or others) 
so as to have a much larger organization? It is unquestionably 
true that certain enterprises should remain relatively small 
units, and that others should become relatively large. More 
specifically, there is for each type of industry, an approximately 
right( some would say an exactly right) size of business unit, 
under a given set of general economic conditions. 

The business executive should not be satisfied until his or- 
ganization is of the approximately right size, nor until it has 
the proper relationship or balance between the amount of capital 


514 THE FINANCING OF BUSINESS ENTERPRISES 


invested and the quantity and quality of labor employed. Nor 
should he permit his business to expand beyond the point of 
approximately correct size. Until the business has expanded 
to these proportions, the cost of production of the unit of 
product is likely to be greater than it need be; at the point of 
correct size, the cost of production should be at a minimum; 
and after the right size has been passed, the cost of production 
of the unit of product again is likely to increase. This is about 
as specific as one can be in this matter, for the factor of man- 
agement is so important in industrial success or failure that 
a particularly able management in a plant which is theoretically 
too large or too small may keep the cost of production below 
that to be found in a plant which theoretically is of the right 
size but which happens to be less ably managed. 

Large Capital Costs Favor Large Business Units.—This 
crucial point of size for an industrial enterprise—the approxi- 
mately right size under a given set of general economic condi- 
tions—varies for different industries. The writer frequently 
has asked business men their opinion as to the most profitable 
size of business unit in their own particular field. It is seldom 
that a direct and convincing answer has been received. Many 
practical business men know that, if the capital at one’s com- 
mand is small, the sort of business to be sought is one whose 
product calls for a great deal of labor ; and they know that there 
is little use in investing a small amount of capital in a busi- 
ness whose product is the result very largely of the work of 
automatic machines and only incidentally of human labor. 

This general idea may be stated as a principle, or law, which 
has been called by Professor Dewing, in his illuminating dis- 
cussion of the matter, the law of balanced return.t Reduced 
to its lowest terms and expressed in non-technical language, the 
principle, in its practical application, means that if in analyzing 
the cost of production of a unit of product (for example, a 
steel rail, a bag of cement, a box of cigars), it is found that 
capital charges (1.e., for land, raw materials, machinery) taken 


*See Dewrne, A. S., “The Law of Balanced Return,’ American Economic 
Review, December, 1917; also The Financial Policy of Corporations, The 
Ronald Press Company, 1926, Book IV, Chap. II. 
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together are relatively large as contrasted with the labor charges 
attributable to the unit of product, the most profitable size ca 
business unit in this field is the large-sized unit. If, on the 
other hand, an analysis of the cost of production of the unit of 
product shows that labor costs predominate as contrasted with 
capital charges, the small-sized plant will be the most profitable. 

Large- and Small-sized Enterprises in Practice—We 
should not wish to be understood as conveying the idea that 
this principle is an unfailing rule. Nevertheless, it should serve 
at least as a helpful guide to the business executive in the in- 
dustrial field who is weighing the question of expanding his 
business. Practical examples of the truth of the general 
principles outlined above are found in the world of industry. 
An iron and steel plant, under the present-day set-up of general 
economic conditions, with only $25,000 capital would stand 
no chance with the large-sized organizations which characterize 
this industry. In the smelting, refining, and packing industries 
large-sized plants dominate the field. In all these cases the cost 
of the unit of product when analyzed into capital costs and 
labor costs is attributable primarily to capital charges rather 
than to labor charges. That is, capital charges predominate ; 
labor charges, in the cost of the unit of product, are relatively 
less important. On the other hand, the plant manufacturing 
hand-made cigars, or practically any other product upon which 
a distinct impress is left by the handiwork of the laborer, con- 
tinues to remain small. This is due, in part at least, to the fact 
that the cost of production of the product is attributable more 
to labor costs than to capital costs. 

Further Research Necessary for Consolidation Guides.— 
In other fields of enterprise than industry (including both the 
extractive and manufacturing groups) there are, in all prob- 
ability, similar guides which should be helpful in determining 
whether or not a proposed consolidation would be economically 
advisable. It would be well for those who direct researches 
in the field of business to lend greater efforts than heretofore 
have been expended toward the discovery of such fundamental 
guides or principles. When such principles have been discovered 
and tested with satisfactory results there will be an abandon- 
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ment of the idea now so widely held that the larger the business 
unit in virtually any field of enterprise, at least up to the point 
where problems of management become too great, the more 
profitable the enterprise. The acceptance of this idea as a basic 
principle in business expansion, at least in the field of industry, 
is unsafe. 


Chapter XXXIII 


BUSINESS FAILURE, LIQUIDATION, AND 
REORGANIZATION 


Many Business Enterprises Accomplish Nothing.—It is a 
well-known fact that a large proportion of business enterprises 
that are brought into existence do not succeed. Many pass out 
of existence without ever having accomplished a single purpose 
for which they were created, in that they never actually func- 
tion; others die soon after birth from mismanagement or 
neglect; some are virtually milk-fed for a while and then go 
into a decline; others are born in an atmosphere of dishonesty 
and of fraud and are, therefore, foredoomed to failure from 
the beginning. In short, none of these classes of enterprises 
should have been brought into existence; there was probably 
no economic justification for their foundation. 

Other Enterprises Have Ailments.—With such types of 
ventures we are not concerned here; rather we would consider 
business enterprises which were launched in good faith, which 
were born of a spirit of optimism, but which, for some apparent 
or hidden reason, got into financial difficulties and had to be 
subjected to treatment by specialists in business diseases. Some- 
times their ailments may be treated privately, and a full recovery 
results without the general public knowing anything of the ill- 
ness. At other times, the indisposition does not respond even 
to prolonged treatment, so that rumors ultimately get circulated 
to the effect that the XYZ concern is ailing, and that the best 
efforts to restore it to financial health have not been successful. 
If strenuous efforts to improve the condition of the patient fail, 
liquidation is likely to follow; the assets of the concern are 
distributed, and the languishing enterprise legally goes out of 
existence. In other cases, a reorganization involving a thor- 
oughgoing revamping of the financial plan is resorted to and 
the concern starts off with renewed life. This is likely to be 

S17 
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the ultimate treatment with a considerable proportion of ail- 
ing enterprises, no matter what type of business unit is involved ; 
but with practically all embarrassed concerns of the public utility 
type, reorganization rather than liquidation is necessary because 
it probably will not be found expedient to have the business 
affairs wound up. We refer here, of course, particularly to 
steam railroads, traction companies, public utilities and con- 
cerns in general which, in the interests of the public welfare, 
must be kept going at almost any cost. 


FAILURE 


Business failure, as a layman is inclined to view the matter, 
is a general term covering a great many types of business 
ailments, reaching all the way from a slight, easily-corrected 
financial embarrassment at the one extreme to hopeless insolv- 
ency at the other. A business concern is insolvent when, in 
the ordinary conduct of its business, it cannot meet its obliga- 
tions or debts when they become due. This state of affairs 
may exist even though the concern in question has an excess of 
assets over liabilities, but the concern is, as they say, technically 
insolvent. 

Percentage of Business Failures——For a long period of 
years the percentage of business failures (insolvencies) to the 
number of concerns actually engaged in business has averaged 
approximately one per cent. In some years, of course, the per- 
centage of failures is well above the average; in others it is 
considerably below. Business failures seem to be intimately 
related to the different phases of the business cycle;* in fact, 
the business cycle has been put down by some as one of the 
causes of business failure. In times of prosperity the number 
of failures is at a minimum. When liquidation sets in and is 
being gone through with, failures are on the increase. During 


*Some authorities speak of the business cycle in general terms as though 
only one so-called cycle existed, whereas others recognize that practically 
every business or type of business has a cycle. Some (D. F. Jordan, for 
example) have divided the business cycle into four phases, such as depres- 
sion, recovery, prosperity, and liquidation. Others (Warren H. Pearson, 
for example) recognize five phases—depression, revival, prosperity, financial 


strain and liquidation of securities, and financial crisis and liquidation of 
commodities, 
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a period of depression which normally follows liquidation, 
failures are numerous, whereas during the succeeding period of 
business recovery, the proportionate number of failures declines. 

Difficulties of Concerns That Do Not Fail.—The average 
percentage of business failures, as mentioned above, does not 
give us an accurate picture of the proportion of business con- 
cerns which, in the long run, find themselves in financial diffi- 
culties. Each year, on the average, a good many concerns 
that do not technically fail face a period of more or less stormy 
financial weather without getting into the limelight. Moreover, 
many more concerns find themselves temporarily in trouble 
financially and, after a great deal of worry on the part of the 
management, emerge from the difficulty without the publicity 
and embarrassment involved in a technical business failure. 
Some of the involved concerns sell out their respective busi- 
nesses and legally pass out of existence; or they might merge 
with some other concern (or concerns) and their identity 
become lost. 

Ultimate Reorganization or Adjustment Almost Inevitable. 
—lIt is probably true that the rank and file of people who are 
well-informed on business matters do not appreciate the large 
proportion of business concerns that fail to accomplish the 
purposes for which they were established. One authority * is 
responsible for the statement in effect that in a single twenty- 
year period one-half of the corporations of the United States 
virtually had to be reorganized, and that, in a period of a quar- 
ter century, railroad corporations owning 50 per cent of the 
railroad mileage of the United States were reorganized. Most 
of us probably have heard the statement made—a statement that 
usually goes unchallenged—that it is only a question of time 
before practically every industrial corporation will fail. This 
is a broad statement and one which some, of course, would 
doubt ; although any well-informed urban dweller of middle age 
or older probably can testify from his own observation and ex- 
perience that the above statement is applicable as regards the 
industrial concerns located in his immediate environment. 


1CravatH, P. D., Some Legal Phases of Corporation Financing, .Reorgant- 
sation, and Regulation. 
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Causes of Business Failure——Technical business failure, 
as well as mere financial embarrassment, has been ascribed to 
all sorts of causes. The accompanying list of causes was 
selected at random from several authorities who have ascribed 
business failure to over-expansion, scarcity of working capital, 
the payment of dividends out of capital instead of net earnings, 
competition, a falling-off in the demand for the things which 
had been produced or sold, unprofitable expansion, excessive 
interest payments, the payment of too large dividends, mis- 
management, unfortunate market conditions, the business cycle, 
failure to make provision for the maturity of bills payable, 
notes or bonds, and so on. 

If one examines these alleged causes, it becomes apparent 
that a goodly number of them can be attributed directly or 
indirectly to bad management, whereas most of the rest are 
due to influences entirely outside of the business itself, and 
which are, therefore, beyond the control of the management. 
It is hardly necessary to add that businesses fail or are sub- 
stantially embarrassed at times because of catastrophes of one 
kind or another (acts of God, as they are called), such as 
lightning, tornado, and so on. Nor should we overlook the 
truth that businesses are forced into serious financial difficulties 
at times because of downright dishonesty or fraud. 

Management is such an important factor in the successful 
carrying on of a business (a fact that we have stressed repeat- 
edly in the foregoing chapters) that we are inclined to the belief 
that most unsuccessful businesses fail because of some defect 
in their management. This statement is based on the assump- 
tion that the unsuccessful enterprise had an economic basis 
for its foundation; that it was soundly launched; and that it 
had not been suddenly plunged into almost insuperable financial 
embarrassment because of some outside factor (or factors) of 
the types referred to in the immediately preceding paragraph. 

Adjusting a Financially Embarrassed Business.—It js said 
to be a fairly common occurrence for business enterprises which 
are honestly and capably managed to find themselves somewhat 
unexpectedly at times in an embarrassing financial situation. It 
is not too much to believe that a business concern of this type 
ordinarily will be given every opportunity by its creditors to 


FAILURE, LIQUIDATION, REORGANIZATION 521 


disengage itself. On the assumption that the business has a 
creditable past history, that it is reasonably well-managed, that 
the management is ‘‘on the square,” and that there is no deep 
underlying cause of the present embarrassment, it is altogether 
likely that an adjustment can be effected without the concern in 
question being driven into bankruptcy, or without any serious 
complications of any kind whatsoever. 

The Creditors’ Committee.—It is quite possible that an ad- 
justment will be effected by the creditors getting together and 
appointing a committee (a creditors’ committee) to help release 
the embarrassed concern from its present situation. If money 
is owing at a bank, it may be that the bankers will extend the 
loan for a reasonable period of time. If there are bills payable 
that cannot be met, it is highly probable that the creditors will 
agree among themselves to extend the time for the payment 
of such bills. There are many concerns that are continually 
being helped in this:way, and many of them learn such a severe 
lesson at the time that a period of embarrassment does not 
soon repeat itself. 

In passing, it seems desirable to bring to the reader’s atten- 
tion the fact that during, and for some time after, the depression 
of 1920-1921, when numerous business enterprises in this 
country were, at least temporarily, in financial difficulties and 
needed more than the customary time to meet their obliga- 
tions, friendly reorganizations or adjustments were commonly 
effected by the use of creditors’ committees." A creditors’ com- 
mittee to which a financially embarrassed business has been 
turned over for operation and for adjustment functions some- 
what as a board of trustees. A great advantage of the creditors’ 
committee as contrasted with a court receiver is its efficiency 
and its relatively small cost; moreover, the embarrassed concern 
is likely to get through its trouble with less publicity. 

Those who are best informed in the matter seem to be in- 
clined to the opinion that we shall not be likely to find as 
common use made of the creditors’ committee during and after 


1It seems that after the panic of 10907 the creditors’ committee, aI 
means of helping financially embarrassed concerns, first came into prominence 
in this country, largely for the purpose of avoiding immediate liquidation or 
of facing the bankruptcy court. 


522 THE FINANCING OF BUSINESS ENTERPRISES 


the next serious business depression as was made of it during 
and after 1921-1922. The reasons that have been ascribed are, 
in effect, (1) that the creditors’ committee, in spite of many 
points in its favor, has allowed many businesses to continue that 
should have been liquidated; (2) that if the resuscitated busi- 
ness ultimately gets into the courts, there will then be an airing 
of everything that the creditors’ committee did, and it is likely 
to have placed on its shoulders the blame for every unfortunate 
thing that happened during and after the time it functioned, 
even though it acted entirely in good faith; and (3) that, unlike 
a court receiver, the creditors’ committee does not have sufficient 
authority to deal adequately with the creditors who will not 
come in with the majority and assist in adjusting harmoniously 
the affairs of the embarrassed concern. 


LIQUIDATION 


Corporate enterprises may pass out of legal existence because 
of any one of a number of reasons. The state may repeal 
the charter for sufficient causes; the charter may expire be- 
cause of limitation; a court of competent jurisdiction may 
rule that the charter must be forfeited, either because the cor- 
poration has failed to do something that it should have done 
(such as paying taxes due the state), or because it has per- 
formed some wrongful act (such as engaging in an unlawful 
business ). 

But there are still other reasons why a corporation may neces- 
sarily cease to exist. It may sell all of its assets to another 
concern; this may be under a plan which will necessitate 
liquidation. Again, a corporation may be a party to a merger 
according to an arrangement whereby its identity will be lost; 
this means that it will be liquidated. Also, a concern may be 
liquidated because of something that happens during a reorgani- 
zation; and, finally, because of insolvency. It is hardly neces- 
sary to mention that insolvency does not necessarily mean that 
liquidation is to follow. 

The portion of this chapter which now immediately follows 
is devoted to a discussion of liquidation. Where liquidation 
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has been decided upon, there is more than one method of proce- 
dure that can be followed. In general, one of three plans may 
be adopted, namely, voluntary dissolution, bankruptcy, or re- 
ceivership. These will now be discussed in order. 

Voluntary Dissolution—Some concerns are dissolved vol- 
untarily and their affairs are wound up even though they never 
may have been declared insolvent. As a rule, voluntary dis- 
solution of a corporation is an act of the stockholders. There 
are a great many people who have bought shares of stock in 
new ventures and who have learned from sad experience what 
voluntary dissolution actually means. By way of illustration, 
there is now given a brief extract from the minutes of the 
annual meeting of the stockholders of a corporation about to 
be liquidated. As a matter of fact, it since has actually been 
liquidated. 


The President, on advice of fellow-directors, strongly advised clos- 
ing out the affairs of the company. After adopting the President’s 
report, the following resolution was unanimously carried :—Resolved, 
that it is in the best interests of all that this company, The ; 
be wound up .. . , and that a liquidator be appointed. 


The conditions prompting the voluntary dissolution of a 
business enterprise would be declining business or practically 
no business at all, or a situation whereby the concern’s assets 
are decreasing year after year because of the payment of neces- 
sary expenses in keeping the languishing concern alive. It is 
generally true that most cases of voluntary dissolution are 
attributable to the fact that the outlook for the business concern 
in question is hopeless and that the concern either never has 
been profitable or that what small profits it has made have been 
declining. It should be stated, in passing, that there have been 
cases where business enterprises have been dissolved voluntarily, 
due to a court ruling, notably in those instances where concerns 
have been prosecuted and have been adjudged combinations in 
restraint of trade. 

Procedure in Voluntary Dissolution —When the stockholders 
of a corporation have authorized voluntarily that its affairs 
be wound up, it usually will be found that the corporation 
laws of the state from which the concern got its charter actually 
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prescribe the procedure that must be followed.’ As a rule, 
the assets of the concern will be sold in time and what is ob- 
tained therefrom will be distributed equitably between the 
various claimants, the creditors first and then the stockholders, 
if anything is left for the latter. 

The creditors of a concern that is being liquidated may be 
both secured and unsecured. Secured creditors are those that 


1For example, voluntary dissolution in the State of Illinois is provided for 
as follows :— 

Any corporation organized under any general or special act of this state, 
including railroad corporations, may be dissolved in the manner following: 

(1) The board of directors shall, when requested in writing by the owners 
of not less than two-thirds of the capital stock outstanding to submit the 
question of dissolution, submit the same at any annual or special meeting, of 
which twenty days’ notice stating the purpose to submit such question shall 
be given by mailing a notice thereof to each stockholder and by publication ; 

(2) At such meeting the stockholders, either in person or by proxy, shall 
vote, by ballot, for or against the proposition of the dissolution of the 
corporation ; ; 

(3) If two-thirds in amount of all the outstanding capital stock shall vote 
in favor of such proposition, then such dissolution shall be authorized ; 

(4) The corporation shall then: 

(a) Collect all its corporate assets; 

(b) Pay and discharge all its corporate debts and liabilities ; 

(c) Distribute its corporate assets and property among the persons 
entitled thereto, or, if a stockholder is unknown or cannot be found, or 
is under disability, deposit the amount due and owing to such stockholder 
with the state treasurer, which shall be paid to such stockholder, or to 
his legal representative, upon making satisfactory proof to the state 
treasurer of right thereto; 

(5) The corporation shall then submit to the secretary of state in duplicate 
a certificate of dissolution, verified by the oath of the president, or vice 
president, and attested by the secretary or assistant secretary, setting forth: 

(a) The date of the meeting of the stockholders at which the dis- 
solution was authorized; 

(b) A true copy of the notice of such meeting, together with a cer- 
tificate of mailing and publication; 

(c) A true copy of the resolution authorizing the dissolution; 

(d) A complete itemized list of all the corporate debts and liabilities 
at the time of the passage of such resolution; 

(e) The date and manner of payment of each debt and liability exist- 
ing at time of passage of such resolution ; 

(f) A complete itemized list of all its corporate assets and property 
distributed to the stockholders ; 

(g) The name of each stockholder and the amount of assets distributed 
received by each, and date of distribution; 

(6) If such certificate of dissolution is in conformity with law, the secre- 


tary of state shall file the same and shall issue to such corporation a cer- 
tificate of dissolution. 
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have some lien or claim upon certain of the assets, whereas un- 
secured creditors have no such lien and have to rely upon the 
sufficiency of the assets of the liquidating concern for the 
satisfaction of their claims. If the assets have not been ex- 
hausted by the time the creditors have been paid, the preferred 
stockholders, in case there is preferred stock, must have their 
claims satisfied first in accordance with the terms of the con- 
tract under which the preferred stock was sold, and then the 
common stockholders, the residuary claimants, come in for 
what is left. Sometimes the preferred stock contract does not 
give the holders of the preferred stock priority over the holders 
of the common stock in cases of liquidation, but their priority 
may be confined solely to the earnings. In this case, of course, 
both the preferred and common stockholders receive identical 
treatment in the distribution of the assets. 

Bankruptcy.—The federal government on July 1, 1898, 
passed the Bankruptcy Act. Since that date, therefore, bank- 
ruptcy proceedings in the United States have been subject to 
federal rather than state law. There are two kinds of bank- 
ruptcy, voluntary and involuntary. In other words, proceed- 
ings in bankruptcy may be commenced either by the person 
(or concern) that is insolvent, or by the creditors. The im- 
portance of insolvency in bankruptcy scarcely can be exagger- 
ated. 

Under the Federal Bankruptcy Act, ‘a person may be deemed 
insolvent . . . whenever the aggregate of his property, exclu- 
sive of any property which he may have conveyed, transferred, 
concealed, or removed, or permitted to be concealed or removed, 
with intent to defraud, hinder or delay his creditors, shall not, 
at a fair valuation, be sufficient in amount to pay his debts.” 

Advantages of Bankruptcy to Debtor and to Creditor.— 
Before the passage of the Federal Bankruptcy Act, each state 
handled bankruptcy in accordance with its own_ statutes. 
Hence, as might be expected, there was lack of uniformity 
throughout the whole country in dealing with bankrupts. As 
a result of bankruptcy proceedings a debtor, after having gone 
through the bankruptcy court, is enabled to start in business 
again, liberated from the debts which previously had forced him 
into bankruptcy. Of course, whatever property he had while 
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in the hands of the court official was converted into cash to 
pay the necessary court expenses and to satisfy as far as possible 
the claims of his creditors. From the creditor’s standpoint, 
the Bankruptcy Act enables him to get from the estate of the 
insolvent party his (the creditor’s) full share. This assumes 
that an involuntary petition in bankruptcy has been filed against 
the debtor, although it should be remembered that one cannot 
be forced into involuntary bankruptcy unless his debts amount 
to at least $1,000. 

Acts of Bankruptcy.—But merely being insolvent does not 
furnish the necessary basis for the filing of a petition in involun- 
tary bankruptcy. In other words, one cannot be thrown into 
involuntary bankruptcy unless he commits an act of bank- 
ruptcy. Accordingly, in order to be regarded as a bankrupt, 
there must have been committed by the person in question 
(natural or artificial), within a period of four months from 
the time of the filing of the bankruptcy petition, one of the 
following acts: 

(1) conveyed, transferred, concealed, or removed, or permitted to 
be concealed or removed, any part of his property with intent to hinder, 
delay, or defraud his creditors, or any of them; or 

(2) transferred, while insolvent, any portion of his property to one 
or more of his creditors with intent to prefer such creditors over his 
other creditors; or 

(3) suffered or permitted, while insolvent, any creditor to obtain 
a preference through legal proceedings, and not having at least five 
days before a sale or final disposition of any property affected by such 
preference vacated or discharged such preference; or : 

(4) made a general assignment for the benefit of his creditors, or, 
being insolvent, applied for a receiver or trustee for his property or 
because of insolvency a receiver or trustee has been put in charge 
of his property under the laws of a State, or a Territory, or of the 
United States; or 

(5) admitted in writing his inability to pay his debts and his willing- 
ness to be adjudged a bankrupt on that ground. 

Who May Become Bankrupts?—It may be well to state to 
whom the Bankruptcy Act applies. Its provisions are applicable 
to natural persons, partnerships, and corporate enterprises, 
excepting corporations in the fields of banking, insurance, and 
railroad operation. Municipal corporations also are not subject 
to its provisions. Other exemptions from involuntary bank- 
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ruptcy proceedings are wage earners whose annual compensa- 
tion does not exceed $1,500, and persons occupied primarily in 
tilling the soil. The three types of private corporations men- 
tioned were exempted from the provisions of the Federal Bank- 
ruptcy Act because it was not considered to be in the general 
interests of the public to permit them to be forced into involun- 
tary bankruptcy or to be liquidated suddenly. There are cases, 
however, where certain concerns which fall within the exempted 
types have to be liquidated. When a bank or an insurance com- 
pany, for example, needs to be liquidated, the procedure is laid 
down under national or state laws, as the case may be, with 
respect to banking or insurance. 

Procedure in Voluntary Bankruptcy.—lIf one contemplates 
voluntary bankruptcy the ordinary procedure, in case a decision 
has been reached in the affirmative, is for the person, natural 
or artificial, to file a petition in bankruptcy setting forth both 
his assets and his liabilities, and their respective amounts. The 
petition would be filed in the federal court of the particular 
district where the bankrupt lived. Of course the creditors are 
made aware of the filing of this petition and of its contents. A 
receiver may then be appointed by the court. If it is deemed 
advisable to wind up the affairs of a bankrupt, this would be 
effected as soon as expedient and the assets would be dis- 
tributed, after expenses have been paid. On the other hand, it 
may be found advisable to reorganize the business of the bank- 
rupt rather than liquidate it. In this case, the necessary pro- 
tective committees would be appointed, and the receiver would 
continue to operate the business, raise funds if necessary to 
assist him in carrying out his ideas, devise a plan of reorgani- 
zation and then endeavor to get it put through before he re- 
linquishes his position. It should not be overlooked that in the 
event the property of the bankrupt is seized and distributed he 
eventually will secure a discharge from further liability with 
respect to this particular failure. After the discharge is granted, 
the bankrupt may undertake again to establish himself in busi- 
ness, and if he is successful he is not obliged to pay off the 
debts which remained unpaid after his property had been dis- 
tributed. It is well known, of course, that there are many 
instances on record where a person who later became successful 
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in business voluntarily has paid off all of the debts which were 
not satisfied at the time he previously was discharged from the 
bankruptcy court. 

Involuntary Bankruptcy.—Involuntary bankruptcy has al- 
ready been spoken of several times in our general discussion of 
bankruptcy above, and little more need now be said on this 
matter. It perhaps should be emphasized, however, that under 
the Federal Bankruptcy Act a creditor undertakes to get his 
proper share of the estate of his debtor by filing an involuntary 
petition in bankruptcy against him. Also, a person cannot be 
forced into involuntary bankruptcy unless he has debts of at 
least $1,000 outstanding, and the petition has to be signed by a 
minimum of three creditors. The sum total of the unsecured 
claims of the creditors who sign the petition must equal at least 
$500. Finally, it should be emphasized that something more 
is required as the necessary basis for the filing of a petition in 
involuntary bankruptcy against a person than that he is in- 
solvent. In other words, a debtor cannot be forced into in- 
voluntary bankruptcy unless he commits one or more acts of 
bankruptcy, the exact nature of which acts was set forth above. 

Order of Payment of Claims.—In conclusion, the Bank- 
ruptcy Act lays down the procedure to be followed in paying 
off claims which have been duly established against the bank- 
rupt. These claims should be paid in the order in which they 
here follow: taxes owed by the bankrupt; the costs of preserv- 
ing and administering the estate of the bankrupt after the 
petition in bankruptcy has been filed; unpaid wages which 
have accrued within three months preceding the filing of the 
petition in bankruptcy ; bills which under state or federal statutes 
should be given priority over the claims of general creditors; 
and, finally, general creditors. If anything is left, the preferred 
stockholders (assuming that their preferences include priority 
over the holders of the common stock in case of liquidation) 
and, later, the common stockholders will have their claims con- 
sidered. 

Receivership.—A receiver may be described as a person 
appointed by a court to assume charge of, and to hold in trust, 
property such as that involved in the dissolution or reorgani- 
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zation of a business enterprise. Two types of receivers should 
be considered, receivers in bankruptcy and receivers in equity. 

Recewvers in Bankruptcy.—The fundamental idea in appoint- 
ing a receiver in bankruptcy, whether the bankruptcy has been 
voluntary or involuntary, is to place the property of the bank- 
rupt in safe hands. In the case of a receivership in bankruptcy, 
one of the functions of the receiver is to look after the property 
of the bankrupt until there has been elected a trustee to under- 
take this important work. A duty of the trustee in most cases 
is to sell the property of the bankrupt as soon as feasible and, 
eventually, properly to distribute the proceeds of the property 
among the creditors. It is not the function of the trustee under 
a receivership in bankruptcy to undertake to operate the prop- 
erty of the bankrupt in the interest of the creditors. 

Receivers in Equity.—The underlying idea in appointing a 
receiver in equity is to make provision for the continuance of 
the business enterprise. Often the appointment of a receiver in 
equity is soon followed by steps looking toward the reorganiza- 
tion of the embarrassed concern. A receiver functions under 
the direction of a judge who is responsible for his appointment. 
This means that, as a rule, the receiver seldom acts in any im- 
portant matter entirely upon his own initiative but, before taking 
a significant step, he secures authority from the court. A re- 
ceiver in equity is likely to be seriously in need of funds for the 
successful operation of the financially embarrassed bysiness ; in 
fact, it may be quite possible that one reason why the receiver 
was appointed is that the embarrassed enterprise is notably 
deficient in working capital. 

One of the ways in which a receiver can assemble the neces- 
sary funds is to get authority from the court to issue a type of 
obligation known as the receiver’s certificate. The nature 
of this particular type of obligation already has been considered 
in some detail (Chapter XVIII), and little more need be said 
of receiver’s certificates here. It may be well, however, to 
remind the reader that receiver’s certificates generally are easy 
to sell, even though they are, of course, to all outward appear- 
ances, an obligation of a financially embarrassed organization. 
Investors buy them, however, because they represent a claim on 
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the concern’s income and upon its assets superior to all other 
claims, including first mortgage bonds. 

As some authorities have pointed out, a receiver in equity is 
virtually the temporary general manager of the embarrassed 
concern. Sometimes he is competent, sometimes he is not. 
It may be that he will continue to function for three or four 
years before the enterprise has been duly reorganized. It goes 
almost without saying that, if the receiver in any particular 
instance has proved himself to be a superior business manager 
in connection with his duties as receiver for the embarrassed 
concern, he may be requested, as a part of the reorganization 
plan, to stay with the enterprise as one of its principal officials. 


REORGANIZATION 


Reorganization is a term used, with varying meanings by 
different authorities on the subject. Some, in conformity with 
English practice, speak of the reconstruction, rather than the 
reorganization, of business enterprises. In view of the fact 
that reorganization has not been defined by anyone in a manner 
which has generally been accepted, the literature on private 
finance is replete with varying definitions and conceptions of 
reorganization. The scope of reorganization in these manifold 
definitions is broad. Thus, in some instances, we find it includ- 
ing practically any change in a concern’s capital structure, 
whether such a change is minor or thoroughgoing ; whereas, in 
other cases, it is limited solely to extraordinary changes made in 
the financial plan of a business concern necessitated by actual 
insolvency or very serious financial embarrassment. Some 
writers exclude from the concept of reorganization the changes 
that are necessitated, as the result of a court decree involving 
a suit either under an Anti-Trust Law or the common law in 
restraint of trade, in the general plan of the organization of a 
corporate enterprise. 

What we shall have to say below with reference to reorgani- 
zation will be with respect to those rather thoroughgoing 
changes in the general set-up of a business enterprise, such 
changes being designed to remedy some evil that has been 
found to exist in the operation of the concern in question, and 
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that has brought about some rather serious financial embar- 
rassment to the enterprise. 

Changes Which Are Not Reorganization—It will be seen 
from the foregoing that we exclude from our conception of 
reorganization those changes in the financial plan of a business 
concern which are of relatively minor importance, and which 
are undertaken voluntarily for the purpose of improving the 
general status of the concern. A great many business enter- 
prises that never have been financially embarrassed find it desir- 
able to resort to some expediency for the purpose of bettering 
their general business condition. For example, the management 
of a business enterprise in good financial standing may deem 
it expedient to ask for an amendment to its charter for the 
purpose either of increasing the capital stock, reducing it in 
amount, changing from par-value to no-par-value stock, or 
some other relatively minor change in the financial plan of the 
organization. Again, a well-managed business enterprise that 
is not in financial straits may find it desirable to fund its 
floating debt or to retire certain securities which have served 
their purpose. Any such change in the general financial plan 
is likely to be effected while the business is prospering and, as 
we see it, should not be classed as a reorganization plan. In 
other words, it would seem that when a concern is being re- 
organized, some very extraordinary or unusual change in the 
financial plan should be expected. 

General Features of Reorganization.—A reorganization 
may result from insolvency; it also may be effected without 
the concern having reached insolvency. In the event that the 
reorganization is brought about as a result of insolvency, the 
changes that are effected may be brought about following fore- 
closure procedure; they may result also without foreclosure. 

It is very difficult indeed to speak in general terms with re- 
spect to reorganization, inasmuch as standardized procedure has 
never been established. We may say, however, that, as a 
general rule, the first thing to expect from the legal standpoint 
where a reorganization is contemplated is the appointment by 
a court of equity of a receiver. This matter already has been 
referred to in the foregoing discussion of receiverships. 

In carrying out a thoroughgoing reorganization plan, a con- 
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siderable sum of money usually must be raised, and substantial 
sacrifices on the part of security holders of almost all classes 
will probably be necessitated. We already have referred to one 
method of raising money, namely, by the issuance of receiver’s 
certificates. But other plans are followed at times. Assess- 
ments may be levied on the security holders, or some other 
scheme may be devised to get additional capital both from the 
owners and the creditors. At the same time, it may be that 
creditors will be asked to scale down their claims, or senior 
security holders will be urged to take junior securities, and so 
on. In brief, the various interests concerned will be asked to 
sacrifice and to contribute so that, in the final outcome, the loss 
will be the least possible. 

Friendly Receivership and the Accompanying Reorgani- 
zation.—A type of receivership that came into prominence in 
this country during the latter part of the nineteenth century was 
the so-called friendly receivership.t Originating in connection 
with the reorganization of railways, it soon came to be applied 
to public utilities and to industrials as well. Friendly receiver- 
ships are relatively common in connection with the reorganiza- 
tion of large concerns that have failed. 

Security-holders’ Committee—On the assumption that the 
concern involved in the friendly receivership is to be reorgan- 
ized, it may fairly be assumed that a number of committees, 
representative of the various classes of security-holders, have 
come into existence, whose business it is, in part at least, to 
assist in plans of reorganization. As a basis for the formula- 
tion of such plans, it is necessary that a considerable amount of 
pertinent information be assembled. This information involves 
a thoroughgoing independent audit; an examination into all 
of the legal questions with respect to contracts, claims, and 
other relevant matters; and a study of the current condition 
of the securities market, so that an accurate forecast may be 


*The friendly receivership is often called a consent receivership. This 
form of receivership might be arranged by the directors of an embarrassed 
concern agreeing with some general creditor who is friendly rather than 
hostile to the concern to consent to bring action against the corporation in a 
bill of complaint. The corporation admits the claims of the friendly creditor 
and asks for the appointment of a receiver. When the request is granted by 
the court and one or more receivers have been appointed, a friendly receiver- 
ship has been brought about. 
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made of the probability of selling to the public whatever securi- 
ties come into existence as the result of an accepted reorganiza- 
tion plan. These and other matters must be looked into very 
carefully as a preliminary step to the formulation of a reorgani- 
zation plan, and in some cases expert assistance must be called 
im to codperate with the reorganization committees in their 
necessary investigations. 

Reorganization Plan.—In all probability, several months will 
elapse before an acceptable reorganization plan (or plans) can 
be drawn up. In the formulation of such a plan (or plans) it 
must ever be kept in mind that all of the conflicting interests 
involved in connection with the embarrassed corporation must, 
in so far as possible, be harmonized. Usually, all or practically 
all of these interests must make some sacrifices in the reorgani- 
zation, with the single exception, in all probability, of the senior 
bondholders. It-goes almost without saying that those interests 
which will be called upon to make the greatest sacrifices must be 
well satisfied with the reorganization plan, otherwise they will 
not endorse it. 

On the assumption that a reorganization plan has been agreed 
to by practically all of the conflicting interests, the next step, 
assuming that the property is covered by one or more mort- 
gages, will be to effect the foreclosure of a mortgage. The 
court may issue a decree cf sale; and if the amount of money 
involved in the purchase of the property is very considerable, 
the court may establish a so-called “upset” price, namely, a 
minimum amount which the receivers must get for the property 
so that there may be no doubt that the court will endorse the 
sale. On the assumption that the price has been confirmed by 
the court, the reorganization committee, whose plan has been 
agreed upon, virtually comes into possession of the property, 
and then the receiver’s work is ended. In the meantime, a new 
corporation has been brought into existence for the purpose of 
acquiring the property of the old concern, and soon this prop- 
erty will be turned over to the new corporation. Finally, an 
adjustment must be made between all of the conflicting interests 
in the distribution of the new securities. Sometimes some of 
the bondholders refuse to come into the reorganization plan, 
and they are often given the name of “strikers.” Strikers also 
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include general creditors of the corporation as well ‘as non- 
assenting bondholders. In some way a settlement must be 
effected with the strikers. If they hold out and refuse to come 
into the reorganization plan, it may be that the best way to 
handle their claims will be to make a cash settlement. 

The foregoing brief discussion of reorganization in connec- 
tion with a friendly receivership will fit some cases in actual] 
practice; but there are many deviations from the plan outlined. 
Sometimes the friendly receivership cannot be effected and 
litigation all along the line may result. 

Negotiated and Litigated Reconstruction (or Reorganiza- 
tion).—One authority’ draws a careful distinction between 
two types of reorganization (or reconstruction, as he chooses 
to designate the term). Negotiated reconstruction would be 
applied to those cases'in which reorganization is brought about 
very largely without court intervention; at any rate, if a court 
figures in the matter at all, its work is largely collateral. Liti- 
gated reconstruction, on the other hand, embraces those cases 
of reorganization which are put through primarily by orders of 
a court. Litigated reconstruction implies the appointment of a 
receiver for the property, foreclosure, and sale. 

Railroad Reorganization.—Much has been written about 
railroad reorganization in the United States; and inasmuch as 
railroad reorganizations in times past have been pretty numer- 
ous, there is a great deal of material upon which writings 
with respect to the reorganization of railroads may be based. 
There are many authorities and authoritative volumes on rail- 
road reorganizations in this country, and we shall not attempt 
here even a summary of the subject. It is sufficient to say, 
perhaps, that as a result of numerous railroad reorganizations 
there have been established principles, both financial and legal, 
and precedents as well, governing railroad reorganization to a 
fuller degree than the reorganization of any other special type 
of business concern. In other words, there are fairly well- 
established plans of railroad reorganization, and these are well 
known by all who are primarily interested in this specialized 
phase of corporate development. With respect to the reorgani- 


* GERSTENBERG, C. W., Financial Organization and Management, Prentice- 
Hall, Inc., New York, pp. 648-669. 
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zation of traction companies, authorities are well agreed that 
the general plans and procedure to be followed do not differ 
substantially from those of a steam railroad. Public utility 
companies, as a rule, are reorganized with two main ideas in 
the foreground, namely, the reduction of fixed charges and the 
raising of new capital to put the reorganized concern on its 
feet again. 

Industrial Reorganizations.—So far as industrial organiza- 
tions are concerned, there is scarcely a vestige of standardized 
procedure that has as yet been evolved. This is due primarily 
to the fact that the financial plans of industrial reorganization 
are in no sense standardized; they are manifold. A reorgani- 
zation plan of an industrial must accomplish two fundamental 
things.’ It must provide a remedy for the difficulties which 
caused the reorganization, and it must set up appropriate provi- 
sions for the successful operation of the company in the future. 
In fact, every reorganization, whether it pertains to an indus- 
trial or any other type of business enterprise, must accomplish 
the two purposes which we have just indicated. Finally, we 
would reémphasize the fact already referred to that the methods 
of reorganizing industrial corporations show lack of uniform- 
ity. Each reorganization plan has its own problems to be solved 
without precedent. ~The actual solution of these problems is 
dependent very largely upon the relative skill of attorneys and 
others who represent conflicting interests in the reorganization 
in presenting the various claims of their clients. 


1See “Purposes and Financial Plans of Industrial Reorganizations,” in the 
Harvard Business Review, January, 1920, p. 203. 


Chapter XXXIV 


GOVERNMENTAL REGULATION AND CONTROL OF 
BUSINESS 


Introduction.—Until near the close of the nineteenth cen- 
tury, there was relatively little statutory regulation of business 
in the United States. This was due to the fact that, until then, 
business units were small, and much regulation was unneces- 
sary. Free competition existed in practically all lines of trade, 
and the interests of the public, it would seem, were not injured 
materially by the carrying on of business enterprises in the 
United States. In the latter part of the nineteenth century, 
however, there was considerable concentration of industry and 
of transportation, so that business units in these fields became of 
really substantial size. There was much talk then of restraint 
of trade and of monopoly, with the result that a great deal 
of statutory regulation soon followed. As a matter of fact, 
some of the statutes that were passed were not innovations, 
as many people thought, but a declaration of the common law 
with respect to monopoly and restraint of trade, a type of law 
which had been in existence, of course, for a considerable time. 
A good specific example is afforded by the Sherman Anti-Trust 
Act of 1890. Before the passage of this Act, that is, when it 
was still a bill being debated in Congress, it was pointed out 
more than once in the discussions that one of its main purposes 
was to extend the principles of the common law to interstate 
commerce. 

Direct statutory regulation (both state and federal) of busi- 
ness, aimed especially at combinations and restraint of trade, 
will be considered at some length shortly. But attention will 
first be directed to some other methods of regulation and control 
of business that have played a prominent part in this country. 

“Blue Sky” Laws.—We already have referred in earlier 
chapters to “blue sky” legislation and to the voluntary work of 
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Better Business Bureaus in undertaking to protect the public 
against the wiles of unscrupulous stock salesmen and the pre- 
vention of fraud. Nothing further need be said about these 
activities here, except to emphasize their great importance in 
the work of regulating and controlling a certain section of 
business (the most questionable or undesirable part), to the 
end that business may be purified and that unscrupulous oper- 
ators may be eliminated. Of course, the larger and better 
section of business remains unaffected by “blue sky” legislation, 
by the Better Business Bureaus, and by fraud orders; high- 
grade business lies outside of their fields. 

Attempts to Improve General Incorporation Laws.—Most 
of our corporations have received their charters from a state 
government, although a few of them were chartered by the 
federal government. The origin and development of general 
incorporation laws in our various states already has been con- 
sidered (Chapter X), and some discussion was given also of 
the present-day situation with respect to general incorporation 
laws. These now differ widely in the various states, the marked 
differences and the great liberality in some instances being 
attributed by many to the “legislative competition for capital.” 
Once a state has become popular for incorporators, it is hard to 
strengthen the laws and to keep them up to the new standard, 
once they have been strengthened. It is well known that New 
Jersey early became a popular incorporating state. In fact, a 
goodly proportion of the industrial consolidations effected in 
the great movement toward the creation of large business units 
that ended in 1903 consisted of organizations formed under 
New Jersey’s laws. 

It cannot in fairness be said, as we see it, that her laws 
governing the formation and operation of corporations were 
notably lax. Some have said they were not lax at all. At any 
rate, a great drawing card for the formation of large concerns 
in that state was the early permission there of the formation of 
the holding company. Moreover, what actually happened in 
New Jersey to attract the attention of incorporators the country 
over was a general liberalization of her corporation law before 
any other state took such a step. There is little wonder, there- 
fore, that for a long time (until other states followed suit) 
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numerous prospective corporations sought her out as_ their 
domicile! 

Another outstanding reason why incorporation in New Jer- 
sey was common in the early part of the twentieth century 
was because her laws, as contrasted with those of other states, 
had become well tested in the courts on all essential particulars, 
so that incorporators knew just where they stood legally on 
this matter or that. In other words, there was far less un- 
certainty on points of law than there would have been in most 
other states that could have been selected. 

Shortly before the close of the first decade of the twentieth 
century, a movement started in New Jersey for the reform of 
her incorporation laws. Its history is interesting for various 
reasons, particularly because it illustrates the difficulties in- 
volved in. effecting improvements in the general incorporation 
laws of our states. It will now briefly be sketched. 

As early as 1908, a project was launched looking toward the 
stiffening of New Jersey’s corporation laws. A commission 
was appointed to look into the matter, and it was expected to 
report on a plan of revision. A report was submitted but noth- 
ing resulted then, because the commission in its report upheld 
the laws as they were. It is not necessary to go into details, 
but it was pointed out in no uncertain terms that, in the 
opinion of the commission, New Jersey’s corporation law was 
not lax, neither in its terms nor in its interpretation by the 
courts. On the whole, the law was “liberal, fair, and sound.” 

The movement for reform did not stop here. In Igi2, 
the late Woodrow Wilson, then Governor of New Jersey, took 
up for further consideration in his message to the New Jersey 
Legislature, the laws of the state with respect to corporations. 
He pointed out among other things that they were “notoriously 
in need of alteration.” Finally, the legislature took a hand in 
the matter, and in 1913 passed a series of seven reform bills 
designed to strengthen materially the general incorporation laws 
of New Jersey. The seven bills in question when enacted into 
law represented Chapters 13 to 19 inclusive of the Session 
Laws of 1913; and they have been known popularly as the 
“seven sisters” Acts of New Jersey. We shall not undertake 
to enter into the details of this legislation; consequently, we 
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shall point out only in a general way the outstanding provisions 
of the “‘seven sisters” Acts. In brief, they might be charac- 
terized successively as follows: (1) was a strict state anti- 
trust law; (2) laid down strict rules respecting the valuation of 
property when it was to be exchanged for stock. It prescribed 
also that a corporation could not hold stock in another corpora- 
tion excepting, in general, when the two corporations were of 
the same or similar nature; (3) was supposed to put a stop 
to the selling of a commodity or service for less in any one 
section of the state than in other sections; (4) prohibited the 
creation and operation of a corporate enterprise in the expecta- 
tion of restraining trade or establishing a monopoly; (5) made 
it illegal for one corporation to hold and vote stock in other 
corporations ; (6) was designed to prevent corporations, within 
certain limitations, from holding securities, particularly for 
investment, in other corporations; (7) made it necessary that 
those who were expecting to bring about a merger of corporate 
enterprises under the laws of New Jersey should first secure the 
approval in writing of the board of public utility commissioners. 

It might readily be imagined that the passage of these Acts 
greatly strengthened the general incorporation laws of the 
State of New Jersey, and this seems to have been the case. 
Reports soon were circulated that the number of corporations 
seeking their domicile in New Jersey was diminishing, and that 
other states were coming to occupy the place which New Jer- 
sey had held for a long time as a popular state for incorpora- 
tion. Consequently, scarcely had these reform laws been passed 
before a movement was started to repeal them. The outcome 
of the whole matter was that by 1920 practically all of the 
reforms had been swept away; only the first and seventh of the 
laws of 1913 still remained by the year 1920. There are many 
who believe that this experience of New Jersey in the matter 
of reforming general incorporation laws would very largely 
be duplicated, in all likelihood, by practically any other state 
that should undertake, in a thoroughgoing way, similar reforms. 
Many of those who would like to see every state in the Union 
equipped with high-grade general incorporation laws are in- 
clined to the opinion that the best way to accomplish their end 
is to bring about, if possible, some kind of joint action looking 
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toward the framing and adoption in order by the various states 
of a model, uniform, general incorporation law. 

Taxation.—Taxation is a very specialized subject, and there 
is abundant literature available with respect both to state and 
federal taxation, to which the reader is referred if he desires 
detailed information. All that we may hope to do here is to 
stress the point that American business is subject to a great deal 
of taxation, and to indicate a few of its most general features. 
Not very much will be said with respect to rates of taxation, 
as rates are subject to frequent change; whatever figures might 
be put down would, in all probability, soon become obsolete. 

There seems to be rather general agreement that American 
business is taxed to the limit.. Both state and federal govern- 
ments aggressively levy taxes, and so do most other lesser juris- 
dictions, such as counties, towns, and cities. The various 
state governments, in framing their general incorporation laws, 
added provisions, as we have seen, for collecting from corpora- 
tions both at the time of their organization and later, a number 
of taxes and fees which, particularly in certain instances, have 
added greatly to the revenues of states, especially those that are 
popular for incorporation. Not only are incorporators required 
to pay an organization tax and filing fees of one kind or 
another, but in many cases there is imposed on corporations a 
franchise tax, a license tax, and so on. It is a well-known fact 
that some states of the United States levy also on business an 
income tax along somewhat the same general lines as that levied. 
by the federal government. In practically every state, business 
units of all kinds pay a general property tax, and in some states 
corporate enterprises pay a capital stock tax as well. The 
federal government, as already anticipated, has not overlooked 
American business in drawing up its taxation plans. These will 
be briefly considered. 

We have both state and federal stock transfer taxes. New 
York State gave us the first stock transfer tax, and her example 
has been followed by a few other states. The state transfer 
tax laws are strikingly similar in most respects, and provide 
for a small tax on the transfer of stock from one person 
(natural or artificial) to another. This tax is not levied on the 
original sale of the stock by the corporation to the first pur- 
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chaser. The federal government imposes a stamp tax on the 
original issue of stock. This tax now is 5 cents per share when 
$100 is the par value, and a relatively equitable levy on no-par- 
value stock and upon stock with par values other than $100. 
The federal government also collects a tax upon transfers of 
stock, not, however, upon the original issue of the stock on the 
part of the Corporation to the first buyer. This federal tax is 
similar to that of the state transfer tax referred to above. 

In passing, we would not overlook certain other taxes that 
are imposed upon American business by the federal government. 
These include the so-called estate tax applicable to estates 
whose value is in excess of $50,000. This is often referred to 
as an inheritance tax. Between 1917 and 1921 American busi- 
ness paid heavy taxes to the federal government under the 
name of an excess profit tax. This was very largely a war 
tax and it was repealed within a few years after the Armistice. 
Finally, we would not forget the federal income tax payable 
alike by private individuals as such and by business units as 
well. With reference to corporations, this tax represents a 
substantial levy (13% per cent at present) assessed against 
their net earnings. 

State Anti-Trust Laws.—Scarcely had the “trust”? move- 
ment of the latter part of the cineteenth century gotten under 
way when some of the various state governments began to pass 
anti-trust laws. In general, these laws tried to accomplish about 
the same thing as was undertaken by the Sherman Anti-Trust 
Law of 1890, soon to be discussed. Some of the states, instead 
of passing an anti-trust law, placed in their constitutions certain 
provisions designed to have the same general effect as an 
anti-trust statute. Some of the state anti-trust laws were 
passed before 1890, whereas a great many were not passed until 
later. It goes almost without saying that the purpose of the 
state anti-trust laws was to prevent monopolies and restraint 
of trade with respect to business carried on within the bound- 
aries of the state in question, whereas federal anti-trust laws 
were aimed primarily at similar conditions in interstate trade. 

Within the field of railroad operation, a considerable number 
of state governments established railroad commissions, at vary- 
ing times, having jurisdiction over intra-state transactions 
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within the railroad field, whereas the federal government estab- 
lished the Interstate Commerce Commission in 1887, with juris- 
diction over interstate commerce. It was thought by some that 
the Sherman Anti-Trust Act of 1890 had no application with 
respect to interstate railroad affairs, inasmuch as a special 
railroad commission—the Interstate Commerce Commission— 
had been established to function in railroad relations. Never- 
theless, within a few years it was apparent from the decisions 
handed down in certain Sherman Anti-Trust Act prosecutions * 
that railways were included within the scope of the Sherman 
Act. In the field of public utilities a good many of the states 
have established public utility commissions, with considerable 
power with respect to the organization and operation of busi- 
ness concerns in the various public utility fields. 

Prosecutions Under State Anti-Trust Statutes—We have 
referred above to the activities of various state governments in 
passing anti-trust laws. Not only did the states pass such 
laws, but they undertook to enforce them. It is hardly neces- 
sary to cite a large number of prosecutions under the state 
statutes, but a few will be mentioned. The State of Nebraska 
instituted proceedings against the Nebraska Distilling Com- 
pany, which had become a part of the Distillers and Cattle- 
Feeders Trust, as early as 1887. An attempt was made by the 
state to have the franchise of the Nebraska Distilling Company 
forfeited, and it was successful in its suit. The State of Illinois 
prosecuted the whiskey “trust’’ and succeeded in declaring it 
illegal. New York State took action against the so-called 
sugar “trust” and the State of Ohio took action against the 
so-called oil “trust.” These are only a few of the legal actions 
instituted by various states either under their anti-trust laws 
or under the common law, and in most cases they succeeded 
in establishing their contentions.” 

The Sherman Anti-Trust Act of 1890.—It should, perhaps, 
be reémphasized in the interests of clearness that, even before 

*We refer to the United States versus Trans-Missouri Freight Association 
(1897) and the United States versus Joint Traffic Association (1898). Both 
of these cases concerned railroad pools which were held to be illegal. 

* For further data with respect to all matters concerning trusts, the reader 


is referred to Jones, Extiot, The Trust Problem in the United States, The 
Macmillan Company, New York, 1921. 
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there were any state or federal anti-trust acts, combinations in 
restraint of trade might be declared illegal under the common 
law. As a matter of fact, without the passage of any of the 
statutes mentioned, it was possible, if it could be shown that 
certain contracts or other arrangements were contrary to public 
policy, to have such contracts and arrangements nullified under 
the common law. We refer to this matter primarily for the 
purpose of impressing upon the reader that the passage of anti- 
trust laws, including the Sherman Anti-Trust Act, did not bring 
into existence any brand new principle of law; there was simply 
embodied into statutes certain old, well-established principles of 
the common law to be applied in certain instances. In the 
interests of greater accuracy, we should state perhaps that it 
was brought out in the discussions in Congress when the Sher- 
man Anti-Trust bill was being debated, that a fundamental pur- 
pose of the bill was to make it possible for the courts of the 
United States to apply the same remedies against combinations 
in restraint of trade which seemed to be injurious to the interests 
of the country as a whole, as had previously been applied under 
the common law for the purpose of protecting local interests 
in the individual states. In other words, the idea was, so it 
was stated in substance in the discussions, to extend the 
principles of the common law to ‘nterstate transactions. 

The Sherman Act, as enacted, was very short and to the 
point. It has been the subject of a tremendous amount of dis- 
cussion and litigation, although many people who talk about it 
a great deal have never read the Act. It is given in full in the 
footnote below.* 


1The Sherman Anti-Trust Act of 1890. 

AN act to protect trade and commerce against unlawful restraints and 
monopolies. 

Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, 

§1. Every contract, combination in the form of trust or otherwise, or con- 
spiracy, in restraint of trade or commerce among the several states, or with 
foreign nations, is hereby declared to be illegal. Every person who shall 
make any such contract or engage in any such combination or conspiracy, 
shall be deemed guilty of a misdemeanor, and, on conviction thereof, shall 
be punished by a fine not exceeding five thousand dollars, or by imprison- 
ment not exceeding one year, or by both said punishments, in the discretion 


of the court. 
§2. Every person who shall monopolize, or attempt to monopolize, or 
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In summarizing briefly, it may be stated that the law declared 
illegal every contract and combination in restraint of trade 
among the different states or with foreign nations. For viola- 


I iene SS anes SRE ee VS sae a ee 
combine or conspire with any other person or persons, to monopolize any 
part of the trade or commerce among the several states, or with foreign 
nations, shall be deemed guilty of a misdemeanor, and, on conviction thereof, 
shall be punished by fine not exceeding five thousand dollars, or by impris- 
onment not exceeding one year, or by both said punishments, in the discre- 
tion of the court. : 

§3. Every contract, combination in form of trust or otherwise, or con- 
spiracy, in restraint of trade or commerce in any territory of the United 
States or of the District of Columbia, or in restraint of trade or commerce 
between any such territory and another, or between any such territory or 
territories and any state or states or the District of Columbia, or with for- 
eign nations, or between the District of Columbia and any state or states or 
foreign nations, is hereby declared illegal. Every person who shall make 
any such contract or engage in any such combination or conspiracy, shall be 
deemed guilty of a misdemeanor, and, on conviction thereof, shall be pun- 
ished by fine not exceeding five thousand dollars, or by imprisonment not 
exceeding one year, or by both said punishments, in the discretion of the 
court. 

§4. The several circuit courts of the United States are hereby invested 
with jurisdiction to prevent and restrain violations of this act; and it shall 
be the duty of the several district attorneys of the United States, in their 
respective districts, under the direction of the attorney-general, to insti- 
tute proceedings in equity to prevent and restrain such violations. Such 
proceedings may be by way of petition setting forth the case and praying 
that such violation shall be enjoined or otherwise prohibited. When the 
parties complained of shall have been duly notified of such petition the court 
shall proceed, as soon as may be, to the hearing and determination of the 
case; and pending such petition and before final decree, the court may at 
any time make such temporary restraining order or prohibition as shall be 
deemed just in the premises. 

§5. Whenever it shall appear to the court before which any proceedings 
under section four of this act may be pending, that the ends of justice 
require that other parties should be brought before the court, the court 
may cause them to be summoned, whether they reside in the district in which 
the court is held or not; and subpcenas to that end may be served in any 
district by the marshal thereof. 

§6. Any property owned under any contract or by any combination, or 
pursuant to any conspiracy (and being the subject thereof) mentioned in 
section one of this act, and being in the course of transportation from one 
state to another, or to a foreign country, shall be forfeited to the United 
States, and may be seized and condemned by like proceedings as those pro- 
vided by law for the forfeiture, seizure, and condemnation of property 
imported into the United States contrary to law. 

§7. Any person who shall be injured in his business or property by any 
person or corporation by reason of anything forbidden or declared to be 
unlawful by this act, may sue therefor in any circuit court of the United 
States in the district in which the defendant resides or is found, without 
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tions of this clause, an appropriate fine or imprisonment or both 
might be imposed by the court. Moreover, monopoly or at- 
tempts at monopolizing were illegal and were punishable by the 
same penalty as the making of contracts in restraint of trade. 
Property being moved in interstate commerce, which was owned 
by any party or parties who had violated the law with respect 
to either of the matters mentioned above (restraint of trade 
or monopoly), might be seized and condemned by the United 
States. Anyone whose business or property was injured by 
any of the unlawful acts mentioned in the Act might sue there- 
for in any circuit court of the United States in the district in 
which the defendant resided. The amount of recovery under 
any such suit was threefold the damages that had been suffered. 

Some Early Federal Anti-Trust Cases.—No attempt will 
be made to outline all of the important prosecutions under the 
Sherman Anti-Trust Act, but a few cases will be referred to 
briefly, particularly cases that were tried before the first im- 
portant amendment to the Sherman Act was undertaken and 
carried through in 1914. 

The first case to be mentioned is popularly known by some 
as the Knight case, by others as the sugar “trust” case. More 
accurately, it should be referred to as the Umited States versus 
E. C. Knight Company, decided in January, 1895. The Amer- 
ican Sugar Refining Company was a New Jersey corporation 
in control, it was said, of many of the refined sugar manufac- 
turing concerns in the United States at that time. It seems 
that the American Sugar Refining Company had purchased 
stock in certain Philadelphia refineries, four in number; and 
that such purchases gave the company, it was believed, a virtual 
monopoly at that time of the American sugar business. Under 
the Sherman Anti-Trust Act, the United States undertook to 
have the last-mentioned purchases set aside. The government 


respect to the amount in controversy, and shall recover threefold the dam- 
ages by him sustained, and the cost of suit, including a reasonable attor- 
ney’s fee. 

§8. That the word “person,” or “persons,” wherever used in this act shall 
be deemed to include corporations and associations existing under or author- 
ized by the laws of either the United States, the laws of any of the terri- 
tories, the laws of any state, or the laws of any foreign country. 

Approved, July 2, 1890. 
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lost the suit. The court ruled in substance that the manufac- 
ture of sugar—that is, the refining of sugar—was not inter- 
state commerce, and that the case as presented did not come 
within the jurisdiction of the Sherman Anti-Trust Act. 

Another case that caused a great stir at the time when the 
decision was handed down was the so-called Northern Securities 
Company case, decided in 1904. The Northern Securities Com- 
pany was a holding company which had been chartered in the 
State of New Jersey in 1901. The purpose in forming the 
holding company was that it might assume the controlling stock 
interest in two great railroad companies, the Northern Pacific 
and the Great Northern. The majority of the court ruled 
against the Northern Securities Company, thus making it 
apparent that holding companies, when in restraint of trade, 
were within the jurisdiction of the Sherman Act. 

An interesting thing regarding this case is that four of the 
nine judges concerned in the decision agreed that the Northern 
Securities Company was in violation of the law, whereas four 
others were of the contrary opinion. The remaining judge, 
who, of course, under the conditions had the controlling vote, 
cast his vote against the Northern Securities Company because 
he believed that it exercised an unreasonable restraint of trade. 
We stress this matter because it would seem that, beginning 
about 1900 or a little later, the Sherman Act came to be inter- 
preted by the courts in a more liberal way than had formerly 
been the case. 

Application of the “Rule of Reason.”—Jn the earlier cases, 
a concern that was being prosecuted was considered guilty 
under the law if it could be shown that there was any restraint 
of trade whatsoever. In other words, the Sherman Act was 
interpreted literally. Beginning about 1900 or a little later, 
as we already have indicated, the courts began to discriminate 
between reasonable and unreasonable restraint of trade. From 
this time on, reasonable restraint of trade would not be con- 
sidered as illegal under the Sherman Act; whereas the exercis- 
ing of unreasonable restraint of trade, if demonstrated to the 
court, would be certain to be followed by conviction. The 
discussion over reasonable and unreasonable restraint of trade 
brought forth what came to be known later as the ‘‘rule of 
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reason.” The late President Roosevelt, in his annual message 
to Congress in 1907, expressed himself in favor of changing 
the law so that only unreasonable restraint of trade would be 
forbidden. The criterion in all cases under consideration was 
to be, according to him, the public welfare. It is not too much 
to say that since the opening of the twentieth century, partic- 
ularly since the decision in the Northern Securities Company 
case in 1904,*the “rule of reason” has played a large part in the 
prosecutions under the federal anti-trust laws. More specifi- 
cally, when the “rule of reason” is applied to prosecutions 
under the Sherman Anti-Trust Act, it is harder to make out 
a case against the defendant. 

Two important cases under the Sherman Anti-Trust Act 
were decided in 1911. These were the so-called Standard Oil 
and Tobacco Company cases. In both the “rule of reason” 
played a prominent part; and the government won its suit in 
both instances, and ordered the dissolution of each of the two 
companies in question, which order was promptly complied 
with. 

Creation of a Federal Trade Commission.—The Sherman 
Anti-Trust Act has had many defenders and numerous antag- 
onists. It was inevitable that in time the Act would be either 
amended or supplemented; one of the outstanding criticisms 
directed against the Sherman Act was that inadequate ma- 
chinery for its enforcement had been provided. Relatively 
minor additions to or changes in the Sherman Act had been 
made from time to time. The first really important modifica- 
tions and additions came in 1914, when Congress passed two 
anti-trust acts, the Federal Trade Commission Act and the 
Clayton Act. We shall consider these in order. 

The “trust” question always has played a considerable part 
in national politics. This was especially true in the election 
campaign of 1912, when the late Woodrow Wilson, Demo- 
cratic nominee for President, had pledged himself and his 
party to additional anti-trust legislation. Early in 1914, the 
late President Wilson, in conformity with his pre-election 
pledges, sent a message to Congress relating to trusts. The 
outcome of the whole matter was that two anti-trust acts were 
passed in that very year. 
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The Federal Trade Commission Act.—The Federal Trade 
Commission Act provided for the creation of a Federal Trade 
Commission. There were to be five members, and the Presi- 
dent of the United States was to appoint them, although con- 
firmation by the Senate was necessary. The United States had 
had a Bureau of Corporations since 1903. When the Federal 
Trade Commission was organized, the work of the Bureau of 
Corporations was terminated, or, more accurately, it was 
merged into that of the Federal Trade Commission. One of 
the important functions of the Federal Trade Commission was 
to take over from the Department of Justice the work of col- 
lecting and preparing evidence against parties who were being 
prosecuted under the anti-trust laws. The Act specifically 
declared to be unlawful unfair methods of competition in com- 
merce, and the Federal Trade Commission was required to 
prevent natural and artificial persons, with the exception of 
banks and common carriers, from indulging in unfair methods 
of competition in interstate commerce. In brief, the Com- 
mission’s powers were to be directed toward the investigation 
and prevention of unfair methods of competition in carrying 
on commerce.? 

The Federal Trade Commission Act made it the duty of 
the Federal Trade Commission, whenever it had reason to 
believe that a party was using an “unfair method of competition 
in commerce,” to undertake proceedings against such party “if 
it shall appear to the Commission that a proceeding by it in 
respect thereof would be to the interest of the public.” Form- 
erly, when the Commission received a complaint against some 
particular party, an investigation was undertaken and there 
was likely to be considerable publicity with respect to the 
charges that had been lodged against the respondent. Often 

*The full text of the Federal Trade Commission Act is easily accessible 
and no further comment upon it is necessary here. It is found printed in full 
in the Annual Reports of the Federal Trade Commission; for example, the 
Report for the fiscal year ended June 30, 1928, contains the text of the 
Federal Trade Commission Act, pp. 120-125 inclusive. It also contains 
(pp. 126-129 inclusive) the provisions of the Clayton Act which concern the 
Federal Trade Commission. The text of the Clayton Act is found in 
Appendix B of Harvey and Braprorp, 4 Manual of the Federal Trade 


Commission. The same volume contains also the text of the Federal Trade 
Commission Act, as Appendix A. 
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it was found that the latter was not guilty of the charge, and 
the Commission dismissed the case. Sometimes much injury 
was done to the business of the defendant, although he could 
avail himself of no redress. It is hardly necessary to add that 
the Act needed remedying with respect to this particular matter, 
and a change has been made in the rules of procedure in the 
Federal Trade Commission whereby, when a complaint is lodged 
against a certain party, the latter is given an opportunity to 
state his side of the case before any formal complaint is filed 
by the Federal Trade Commission itself. In other words, there 
is no publicity given to the original complaint until the Federal 
Trade Commission, after a preliminary investigation, is satis- 
fied that a formal complaint should be lodged against the party 
concerned. Moreover, it is quite possible that the respondent 
has not realized that he has been violating the law. Accord- 
ingly, if the Federal Trade Commission so desires, it can 
require the respondent to sign a document to the effect that he 
will abandon the practice that has been complained of, and then 
action against him may be considered ended. This matter of 
settling complaints by “‘stipulation,’’ as it has been called, has 
been subject to a great deal of criticism on the part of those 
who see nothing good in it. 

The Clayton Act.—Some have \vondered why two supple- 
mentary anti-trust acts were passed by our federal government 
in the same year (1914). Probably the best explanation lies 
in the fact that when the law for creating a Federal Trade 
Commission was being drawn up, there was no unanimity of 
opinion whatsoever on the very important point as to whether 
or not the Act creating the Federal Trade Commission should 
merely declare unfair competition to be illegal, or should 
specifically enumerate a certain number of practices, any one 
of which’ would constitute unfair competition. Apparently 
the majority in Congress was in favor of the latter plan, for 
very shortly after the Federal Trade Commission Act was 
passed, the Congress of the United States passed also the 
Clayton Act. Its principal provisions will now be considered. 

The Clayton Act covers many different topics; for this rea- 
son, there is difficulty in summarizing it within reasonable 
space. The Act applies to natural persons, and to corporations 
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and associations existing under or authorized by the laws 01 
the United States, or of any separate state, or the laws of any 
foreign country. A number of things are positively prohibited 
in the Clayton Act; these will be considered in order. In the 
first place, price discrimination is made unlawful. That is to 
say, it is forbidden either directly or indirectly to discriminate 
in price between different purchasers of commodities, particu- 
larly if the fact of such discrimination is to “substantially lessen 
competition” or to tend to create a monopoly in any line of 
commerce. It goes almost without saying that there is a chance 
for considerable difference of opinion in any particular case 
as to exactly what is meant by substantially lessening competi- 
tion or tending to create a monopoly. 

Another practice that is made illegal is the tying contract. 
The Act specifically states it to be unlawful for any person 
engaged in commerce to lease or sell goods or commodities for 
consumption or resale within the United States on the con- 
dition or understanding that the lessee or purchaser shall not 
use or deal in the goods or supplies of a competitor of the lessor 
or seller, where the effect of such lease or sale would be sub- 
stantial to lessen competition or to create a monopoly. 

Another practice that is disallowed in the Clayton Act per- 
tains to corporate stock ownership in competing corporations. 
Section seven of the Act provides that no corporation engaged 
in commerce shall acquire all or part of the capital stock of an- 
other corporation that is also engaged in commerce where the 
effect of such acauisition is substantially to lessen competition 
between the two corporations. In this connection, it is im- 
portant to note that the holding company as such is not made 
illegal under the Clayton Act, but that only in those cases 
where competition is restrained is the holding company an 
illegal form of business organization. It might also be added 
for the sake of clearness that the Act specifically provides that 
a corporation is not prohibited from acquiring stock in other 
corporations solely for investment purposes. Only where the 
stock so acquired substantially lessens competition would it be 
considered an illegal acquisition of the stock. 

Another prohibition in the Clayton Act is with respect to 
interlocking directorates. It is important to note that not all 
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interlocking directorates are illegal. Apparently, what the 
Act intended to do was to provide efficient regulation with 
respect to the interlocking of directorates between what were 
supposed to be competing concerns. The eighth section of the 
Act provided that from and after two years from the date 
of the approval of the Clayton Act, no person should at the 
same time be a director or other officer or employee in two or 
more corporate enterprises engaged in interstate commerce, 
where any one of such concerns had capital, surplus, and un- 
divided profits in excess of $1,000,000. Banks and common 
carriers were excluded from the provisions of the Act. It 
should be added that the provision with respect to the inter- 
locking of directorates as mentioned above applied only if such 
corporations were or formerly had been competitors. It goes 
almost without saying that there has been a great deal of un- 
scrambling of interlocking directorates since this provision of 
the Clayton Act became effective; although it is only fair to 
state that, as this clause of the Act has worked out in practice, 
the interlocking of directorates, in any particular case, prob- 
ably would not be regarded as illegal unless it could be estab- 
lished that such interlocking substantially lessened competition. 

In passing, we would not overlook the fact that the Clayton 
Act provided what were thought to be appropriate remedies’ 
with respect to the unlawful practices which the Act enumer- 
ated. : 

In concluding our discussion of the Clayton Act, it seems 
appropriate to mention certain so-called “labor provisions” 
which were inserted. ‘The twentieth section of the Act placed 
a limitation upon the use of the injunction in labor disputes, in 
that it was specifically stated “that no restraining order or in- 
junction shall be granted by any court of the United States, 
or a judge or the judges thereof, in any case between an em- 
ployer and employees . . . involving, or growing out of, a 
dispute concerning terms or conditions of employment, unless 
necessary to prevent irreparable injury to property, or to a 
property right, of the party making the application, for which 
injury there is no adequate remedy at law.’”’ This section, to- 
gether with section six, represent, it would seem, the most sub- 
stantial labor provisions contained in the Act. Section six 
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provides “that the labor of a human being is not a commodity 
or article of commerce.”’ It goes on to say, further: “Nothing 
contained in the anti-trust laws shall be construed to forbid the 
existence and operation of labor, agricultural, or horticultural 
organizations, instituted for the purpose of mutual help, and not 
having capital stock or conducted for profit, or to forbid or 
restrain individual members of such organizations from law- 
fully carrying out the legitimate objects therefor; nor shall 
such organizations, or the members thereof, be held or con- 
strued to be illegal combinations or conspiracies in restraint of 
trade, under the anti-trust laws.” 


Chapter XXXV 


AMERICA BECOMING ADJUSTED TO “BIG BUSINESS” 

Is America adjusting herself to “big business” or is big 
business adjusting itself to America? These are pertinent 
questions and ones upon which there will not be unanimity 
of opinion. We are inclined to the idea that adjustment (or 
adaptation) is being undergone on both sides, but that, in all 
likelihood, the major portion of the adjustment is being made to 
“big business.” At any rate, we have had “big business’ with us 
now for more than a quarter of a century; it is rapidly growing 
to larger proportions, and there is every indication that it is 
here to stay. Furthermore, the fear of gigantic business enter- 
prises, a fear which formerly was shared by almost everybody 
throughout the length and breadth of the country, has become, 
except in certain quarters, greatly allayed. In other words, a 
new and more tolerant attitude toward “big business” unques- 
tionably is developing. 

Bigness Characterizes Many Things American.—Bigness 
has come to characterize so many things in this country that 
there is a growing tendency to take it for granted. In fact, 
there are those who stoutly maintain that immense business 
units, particularly in certain fields (see pp. 514-515), should al- 
ways be maintained; that we could not get along without them 
except at a sacrifice of economy and efficiency. This is an 
enormous new country, with an aggressive population includ- 
ing many who are yearning to do things on a big scale. Op- 
portunities for the satisfaction of such yearning confront them 
at every turn. It seems almost inevitable that, for the satis- 
factory and most efficient accomplishment of challenging tasks 
awaiting a virile population in its work-a-day life, large in- 
struments of industry and commerce must be created and 
operated. 
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Some one has remarked that things material have developed 
so fast in this country that, for some time, the American people 
found it difficult to keep their minds attuned to the conception 
of things big enough. This may have been true years ago, 
but the people of the United States in recent years have wit- 
nessed such rapid material expansion involving such massive 
operations, that mere bigness no longer astounds them as 
formerly. In this country bigness confronts one on all sides; 
it is both alluring and compelling; it is now usually accepted 
unconsciously and is, therefore, assented to by most people 
almost without comment. 

When the budget of our federal government reached the bil- 
lion-dollar mark it caused considerable stir; soon it was virtu- 
ally taken for granted; people had gotten used to the idea. If 
the federal budget reaches the trillion-dollar point, the public 
soon will become adapted to the contemplation of that massive 
amount, although doubtless a ferment will be caused for a 
while. The Great War forced us to figure debts and expendi- 
tures in far larger figures than ever before, but such new 
reckonings no longer stagger us; we have, seemingly, gotten 
our minds attuned to the stupendous increases. Some of our 
agricultural crops are evaluated annually in the billions of 
dollars; our store of gold, reckoned in dollars, runs into the 
billions. Great distances in a country like the United States 
no longer pall us; they are sometimes described as “simply 
magnificent.” Our skyscrapers, steam engines, and other im- 
plements of industry and trade call for adjectives in the super» 
lative degree to express accurately their gigantic proportions. 
In numerous fields we outclass all competitors in number and 
value of units produced. The yearning for big accomplishment 
is being satisfied; America unquestionably has big things in 
abundance; her people have become used to big things, including 
“big business.’ Consequently, there are billion-dollar business 
units to be reckoned along with other outstanding achieve- 
ments of substantial size which, instead of making us shudder 
at their thought as formerly, are now read about and talked 
about in every-day conversation with no more comment or 
criticism than is the small neighborhood grocery. 
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Great Changes in Past Few Decades.—The widespread 
alarm caused by the handful of large business enterprises that 
existed a few decades ago seems now to some of the younger 
generation, when there are already scores of massive business 
units and still larger ones being projected, scarcely under- 
standable. Within the memory of people of middle age there 
has been a noteworthy change with respect to the attitude to- 
ward “big business.”’ It no longer is generally feared. Nowa- 
days neither the rank and file of business men, nor the general 
public, nor the federal government itself seems to get greatly 
agitated, or to manifest “nerves” over gigantic business com- 
binations. There are but few thinking individuals today who 
seem ready to deny that modern industry and commerce neces- 
sitate large business enterprises, particularly in certain fields. 
At any rate, the idea so widely held, even as late as 1912, that 
“the big trusts, the big combinations, are the most wasteful, 
the most uneconomical, and after they pass a certain size the 
most inefficient way of conducting the industries of the coun- 
try,’ is no longer generally subscribed to by highly intelligent 
people who know enough about the matter to merit an opinion. 

More Drastic Legislation May Come.—In bringing for- 
ward for consideration what seems to be a real change in 
attitude toward “big business,’ we should not overlook the 
fact that a swing of the pendulum in the opposite direction 
in matters of wide public interest is always a possibility. In 
fact, if what has happened in the past respecting the public 
attitude toward consolidations and mergers, once an important 
movement toward them has culminated, is to be regarded as a 
precedent, the merger movement of the earlier part of the sec- 
ond quarter of the twentieth century may be followed by a 
period of prosecutions under the anti-trust laws, and by a 
demand for more drastic regulatory legislation. Perhaps, how- 
ever, this will not happen in view of the fact that in at least 
a few instances where a proposed merger or consolidation has 
been suspected either of irregularities or possibly of being 
illegal under our anti-trust laws its plans were checked before 
their consummation. Surely this method is preferable to the 
older custom of complaints and dissolution proceedings after 
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the newly created business unit had embarked upon its business 
activities. 

It is only fair to add that the numerous business consolida- 
tions and mergers of recent years have been viewed with alarm, 
or at least with suspicion, in some quarters. It is perhaps 
unnecessary to undertake to marshal evidence in support of 
this statement. We would cite, however, the various resolu- 
tions that have been introduced into the Congress of the United 
States looking toward, and actually calling for, investigations 
by the Federal Trade Commission of certain mergers or pro- 
posed mergers in specific fields. 

Evidences of Former Alarm.—The economic and political 
literature of a few decades ago is replete with evidences of alarm 
with respect to what we now call “big business.”’ When the 
first great trust-formation era was getting nicely under way— 
in the middle of the eighties of the last century—the Amer- 
ican people even then were greatly concerned with respect to 
what they called the trust movement, or the movement toward 
industrial monopoly, as some expressed it. There was a sub- 
stantial demand for regulatory legislation, and this demand 
was evidenced by the state and federal anti-trust laws that 
were passed before the close of the nineteenth century. Nor 
should we overlook, as outstanding evidence of public alarm, 
the anti-trust conferences that were held, nor the work of the 
Industrial Commission, particularly with regard to the great 
mass of evidence taken and recorded respecting industrial 
combinations. 

As far back as 1888, both the Republican and the Demo- 
cratic parties stressed the danger of trusts and pledged regu- 
latory action, contingent, of course, upon being handed the 
reins of government. As a matter of fact, except for brief 
periods here and there, agitation against “big business’ has 
figured more or less conspicuously in American politics, but 
perhaps this will be no more; by having had in 1928 an ex- 
ponent of “big business” as a campaign manager in a national 
election, we may find that there forever has been silenced the 
“big business”’ factor in American politics. 

In the platform of the Republican party in 1900 it was stated: 
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We recognize the necessity and propriety of the honest codperation 
of capital to meet new business conditions, and especially to extend our 
rapidly increasing foreign trade; but we condemn all conspiracies and 
combinations intended to restrict business, to create monopolies, to 
limit production, or to control prices, and favor such legislation as 
will effectively restrain and prevent all such abuses, protect and pro- 
mote competition, and secure the rights of producers, laborers, and all 
who are engaged in industry and commerce. 


Also, the Democratic party, in the same year, inserted in its 
platform the following: 


Private monopolies are indefensible and intolerable. They destroy 
competition, control the price of all material and of the finished product, 
thus robbing both producer and consumer. They lessen the employ- 
ment of labor and arbitrarily fix the terms and conditions thereof, and 
deprive individual energy and small capital of their opportunity for 
betterment. They are the most efficient means yet devised for appro- 
priating the fruits ef industry to the benefit of the few at the expense 
of the many, and unless their insatiate greed is checked, all wealth 
will be aggregated in a few hands and the republic destroyed. 


It is not too much to say that in (about) 1890 to 1900 the 
American public was experiencing great interest respecting what 
then was “big business.”” Rather widely was it held that there 
was great danger from the amassing of business capital in an 
ever-decreasing number of hands. On all sides and from 
greatly diverse quarters, expressions were given to this same 
general idea. Particularly, the legislative history of the Sher- 
man Anti-Trust law and the discussions of some of the earlier 
prosecutions under it furnish testimony in confirmation of our 
general contention that a few decades ago great widespread 
alarm was manifested in this country because of the growth of 
large business units. 

Alarm Yields to Tolerance.—In spite of what has been said 
in the foregoing or of what will be added later, we should not 
wish to convey the impression that all important interests in 
this country have endorsed or do endorse the “big business” 
idea. Of course this is not so. The attitude toward “big busi- 
ness” varies all the way from complete intolerance or “trust- 
busting” at the one extreme to downright laissez faire at the 
other. More particularly, there are several rather well-defined 
policies with respect to the control of business which have been 
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championed either by representative publicists or political par- 
ties here or abroad, which by no means we would ignore. As 
already suggested, there are those who advocate a policy of 
laissez faire, while others favor compulsory competition—the 
so-called policy of “‘trust-busting’’—backed up by judicial pro- 
ceedings. Then again there are some who frankly advocate 
legislative regulation and competition administratively super- 
vised. Another group thinks that business should be subject 
to administrative regulation including even the fixation of 
prices; and, finally, we have the champions of nationalization 
of business.* 

In spite of these or other well-defined classes representative 
of group attitudes toward “big business,” there is undisputed 
evidence that various interests in this country, embracing a 
considerable body of opinion, have had a change of heart 
toward the “‘trusts,” toward the giants of business enterprise. 
The old-time hatred and fear of gigantic corporations has 
largely subsided; perhaps the corporations themselves have 
changed; perhaps they are better understood; perhaps their 
critics have changed; perhaps a change has been in progress 
all around. 

Evidence of More Tolerant Attitude Toward “Big Busi- 
ness.”—It seems desirable at this point to make at least a 
cursory examination of the evidence prompting the conclusion 
that America is adjusting herself to “big business”; or, more 
accurately, that adjustment between the American people on the 
one hand and “big business” on the other is in progress with, 
perhaps, the major portion of the adjustment being made by 
the former. 

The Transportation Act.—In the railroad field, the Trans- 
portation Act of 1920 shows well enough that further com- 
binations or still larger units in this particular branch of the 
transportation business may be expected. They are actually 
prescribed by the federal government. Big business has char- 
acterized steam railroad operations for a long time past, but 
still bigger business in railroading is in store for the future. 


* The whole matter has been ably presented by Professor M. W. Watkins 
in his book, Industrial Combinations and Public Policy, Chap. XII, Hough- 
ton Mifflin and Company, 1927, to whom acknowledgment is hereby made. 
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Those in Washington who either legislate with respect to 
transportation or supervise the great railroad interests of the 
country must see a real advantage in gigantic transportation 
units. Here, surely, is evidence of still further adjustment 
toward “big business” in one major field. 

The Armour-Morris Combination —The packing industry 
affords us another first-class illustration of a new attitude 
toward “big business.” In February, 1923, a complaint was 
instituted respecting the so-called Armour-Morris combination, 
under which the Armour Company had acquired the good will 
and properties of the Morris Company. It was urged that 
such acquisition was in violation of the Packers and Stock- 
yards Act, in that it tended toward the establishment of a 
monopoly in the packing business. The Secretary of Agri- 
culture, in answering the complaint against the Armour 
Company, pointed out, in substance, that the Packers and 
Stockyards Act did not directly condemn the purchase by one 
competitor of the properties and good will of another. It 
was believed upon investigation that the evidence was con- 
clusive that the purpose of the Armour Company in acquiring 
the Morris Company was to bring about economies in the 
carrying on of the business of the acquired company. Further- 
more, it would seem that the Armour Company, after obtain- 
ing the Morris Company, was by no means a monopoly, in 
that it controlled less than a quarter of the country’s packing 
business. Here seems to be convincing evidence that an out- 
standing representative of the government of the United States 
was not at all agitated by the existence of large business units 
in the packing field. 

As a matter of fact, it may be said without reservations that 
there is substantial ground for the statement that the packing 
business, the iron and steel business, the business of smelting 
and refining, and certain other industrial activities that could 
be mentioned can, as a rule, be carried on more economically 
and efficiently by business units of substantial size rather than 
by small concerns. 

Supreme Court Dismisses Case Against the United States 
Steel Corporation.—Still further evidence of an adjustment 
to big business is furnished, to give another specific instance, 
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by the decision of the Supreme Court of the United States 
on March 1, 1920, in the long-standing case that had been 
instituted by the federal government under the anti-trust law 
against the United States Steel Corporation. It will be re- 
called, perhaps, that the Supreme Court, in the particular case 
here instanced, ruled that the United States Steel Corporation 
was not a trust within the meaning of the Sherman Anti-Trust 
Act. Consequently, it denied the suit of the United States 
Government for a dissolution order similar to those made with 
respect to the Standard Oil Company and the American Tobacco 
Company cases. It was stated by the court, in substance, that 
even though the United States Steel Corporation might be able 
to dominate the trade in its particular lines of business, the 
mere fact that it was able to do so was no evidence whatsoever 
that it actually did dominate the steel business. Furthermore, 
it was pointed out that to order the dissolution of the United 
States Steel Corporaion would involve the risk of a material 
disturbance in our economic structure to such an extent that 
it might menace the interests of the public—an interest which, 
in this case, was held by the court to be of primary importance. 
To quote from the decision of the court: “In conclusion we 
are unable to see that the public interest will be served by 
yielding to the contention of the government respecting the 
dissolution of the company or the separation from it of some 
of its subsidiaries; and we do see in a contrary conclusion a 
risk of injury to the public interest, including a material dis- 
turbance of, and, it may be, serious detriment to, the foreign 
trade@ 

It may be well, with respect to this important case, to add 
a few pertinent facts regarding its history. As early as June, 
1911, the then Commissioner of Corporations made public his 
much-talked-of report upon the steel industry in the United 
States. Four months later a complaint was filed against the 
United States Steel Corporation in the federal District Court 
of New Jersey. Not until June, 1915, was the decision of 
the District Court handed down, it being contrary to the con- 
tentions of the government in practically every important partic- 
ular. In September of the same year, a decree of the District 
Court dismissed the petition of the government. An appeal 
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was taken by the government against this decree of the lower 
court to the Supreme Court, and arguments were made before 
it in March and May, 1917. Not until March 1, 1920, was 
the final decision rendered by the United States Supreme Court. 
The fact that the United States was engaged in an important 
war during at least a part of the intervening period, accounts, 
it would seem probable, for the delay in rendering the final 
decision. : 

, “Self-regulation” of American Business.—Still further 
evidence of a changed attitude toward “‘big business” is seen by 
some in the recent movement toward what is known as “‘self- 
regulation” of American business. By self-regulation, to quote 
from the Annual Report of the Federal Trade Commission for 
the fiscal year ended June 30, 1928, “is meant the adoption 
and adherence to workable rules prescribed by an industry 
for the regulation of its own business conduct with due regard 
for the public interest.” ‘Helping business to help itself,” 
when this is feasible without prejudice to the best interests of 
the public as a whole, is the principle upon which self-regu- 
lation of business is based. The Federal Trade Commission, 
by means of the trade practice conference procedure, seems to 
furnish an effective means whereby industries may be self-regu- 
lated, provided they are capable of self-regulation. 

For a considerable time, American industries have attempted 
self-regulation, but with varying degrees of success. Much 
assistance has at times been rendered by trade associations, the 
federal Chamber of Commerce, and other business organiza- 
tions. In many fields of industry competitive conditions are 
studied and analyzed, codes have been adopted, and educative 
work has been carried on. Faults, of course, are likely to be 
discovered, and rules within the industry may be adopted to 
correct such faults. It should not be overlooked that prac- 
tically every important branch of industrial endeavor has its 
own organization of some sort. Most of these have an ethical 
code and established standards of practice determined and 
sponsored by the most representative and, in general, the highest 
class of members. One can scarcely over-emphasize the im- 
portance of these associations in improving business standards 
within the group. The trade practice conference of the Fed- 


562 THE FINANCING OF BUSINESS ENTERPRISES 


eral Trade Commission is supposed to furnish a means, if 
necessary, for the enforcement of the corrective rules.t Some, 
however, are inclined to doubt the efficacy of the Commission 
in this particular. 

Big Business Now Sensitive to Public Opinion.—Finally, 
as evidence of a more tolerant attitude toward big business 
than formerly existed, we would repeat the fact already men- 
tioned in the earlier part of this chapter that the fear of large 
business units which once possessed the American public has 
very largely gone. Even a casual observer may note how 
anxious even the largest concerns seem to be these days to 
gain and to keep the good will of the consuming public. As 
some one has said, “Of all the sensitive souls, the big cor- 
porations take the prize nowadays.” It is almost impossible 
to over-emphasize the strenuous efforts put forth by even the 
largest business units to ward off the criticism of the public. 
The result is, as we again would emphasize, that the rank and 
file of Americans of the present day have no fear of business 
enterprises merely because they are of substantial size. 

Government Denies Certain Mergers——We do not wish to 
convey the impression that we are of the opinion that the 
government of the United States, in recent years, has been 
endorsing the current merger movement, or that it has been 
unmindful of our anti-trust laws. Any such impression as 
this, if conveyed, would be entirely wrong. There is convinc- 
ing evidence that the government of the United States, as we 
see it, is acting in a most intelligent and discriminating way 
with respect to the current merger movement. It has not 
endorsed every combination that has come to its attention. 
Most of us will recall, perhaps, the action of the government 
not so long ago in denying the formation of the so-called 
“bread trust” on the ground that if it were brought into 
existence there would be a tendency toward the creation of a 
monopoly. What we have had in mind, in what has been said 
in this particular section of this chapter, is to try to impress 
the reader with the fact that on the whole an intelligent and 
discriminating attitude toward large business units seems to 


*See pp. 5-6 of Annual Report of the Federal Trade Commission for the 
fiscal year ended June 30, 1928. 
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be evidenced by the attitude of certain sections of our federal 
government that have the most to do with corporate affairs. 

Causes of Change in Public Opinion Regarding “Big 
Business.”—An attempt has been made in the foregoing to 
give the evidence, or at least some of it, supporting the con- 
tention that there has been a change in public opinion within 
the last few decades with respect to big business. The causes 
for this will now be considered. 

The Psychological Factor.—In the first place, there is what 
some have called the psychological factor involving the prin- 
ciple of adaptation. We already have referred to the fact earlier 
in this chapter that adaptation is a fundamental attribute of 
human nature. Of course there are exceptions to this rule, but 
the natural thing to expect from individuals and groups as 
well is that they will adapt themselves sooner or later to a 
new or changing situation. Adaptation is, of course, both 
physical and mental. We refer here solely to the latter. It is 
a matter of common observation that when a new idea is pro- 
posed to an individual or to a group it may be stoutly opposed, 
but that sooner or later the individual or the group gets used 
to the new idea and ultimately may come to champion it. This 
principle has application in the field of American “big business.” 
When the first large business units came into existence wide- 
spread fear and trembling resulted. The large business units 
persisted, however, and, instead of diminishing in number, 
they have increased tremendously. People soon got used to 
them; they did business with them; they found that it was 
just as easy or easier to do business with the larger con- 
cerns as with the smaller ones. And so the American public 
soon adapted itself to the “big business” idea, and now large 
business enterprises are virtually taken for granted, as are big 
things in this country in many other fields. 

Diffusion of Ownership.—A second cause for the change in 
public opinion with respect to “big business” is that the people 
of the United States, as the result of the diffusion of owner- 
ship, have become partial owners or proprietors of many of the 


1The inquiry of the Federal Trade Commission regarding “Du Pont 
Investments,” undertaken by a resolution of the Commission dated July 29, 
1927, would seem to be, to some persons at least, an outstanding exception. 
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enterprises of the “big business” type. Already there are, 
according to the best estimates, not far from 20,000,000 share- 
holders in American corporations. This represents a consid- 
erable proportion of the healthy, thinking, adult population 
—the part of the population that is responsible for the forma- 
tion of public opinion. Inasmuch as a large part of the public 
is now a co-owner of “big business” and presumably is happy 
in such ownership, and is endeavoring to extend its propor- 
tionate holdings rather than to diminish them, the fear of the 
whole of which they own a part has largely been removed. 
As one authority’ has well expressed the same general idea 
that we have here in mind, ‘‘we do not fear something we 
are a part of.’ There is probably a notable tendency to under- 
estimate the tremendous change that is being effected in public 
opinion due to what has been called popular ownership of cor- 
porate securities or, as some have called it, stock diffusion. 
It is a well-known fact that public opinion exercises a con- 
trolling influence upon the operation of our laws; it unques- 
tionably affects the methods whereby our industries are 
conducted. Public opinion certainly has changed with respect 
to “big business.”’ It probably is responsible in a considerable 
degree for the changes which have been effected in the conduct 
of “big business”’ itself, 

“Big Business” Itself Has Changed for the Better—The fact 
that “big business” itself has effected many changes in the way 
in which it does things is a third cause for a more favorable 
public opinion toward it. Corporate enterprises no longer 
carry out this policy or that, regardless of what the public may 
think of the matter. Business units, large and small alike, are, 
as a rule, extremely sensitive to public opinion. Some have 
observed that the larger they are the more sensitive they are 
to adverse criticism. There is a manifestation of human kind- 
ness nowadays in the operation of business concerns, at least 
in the operation of many of them, which has replaced the hard- 
hearted, impersonal, corporate methods of earlier days. There 
have been developed codes of ethics in business within the last 
few years, and we find the old-time brutal competition replaced, 


* FREDERICK, J. G., “New Giants of Business,” in New York Herald 
Tribune Magazine, August 26, 1928. 
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in part at least, by fairer methods based upon a higher con- 
ception of human values. As one outstanding exponent of “big 
business”’ has stated, “Business has undergone a moral over- 
hauling without precedent.” From the public’s standpoint, “big 
business” appears more humane than it used to be; higher 
standards of ethics control baffling and embarrassing situations. 
The men who direct the large business enterprises of the 
country, at least some of them, seem to regard their offices as 
tremendously responsible positions in which they are to func- 
tion very largely as trustees for the owners of their respective 
concerns. Finally, that “big business” itself is changing for the 
better is shown by the increasing use of arbitration for the 
settlement of differences rather than frequent recourse to the 
courts, as formerly. 

There are those who take the ground that the larger busi- 
ness units become within reasonable limitations, assuming that 
they are within the law, the more scrupulously carefully will 
they be administered. Much is being made nowadays of the 
idea of trusteeship as applied to the administration of large 
business concerns. Surely, some of the best managed and 
most ably administered business units in the United States 
are those of the larger type. During the last quarter of a 
century or so, much progress has been made in the purification 
of business methods; much still remains to be accomplished. 
There is cause, it is contended, for an optimistic outlook in 
surveying American “big business,” for, on the whole, the great 
enterprises are in good hands, and young men are being trained 
to assume ultimately these same responsible positions, imbued 
with a high sense of their moral obligations to the great mass 
of owners of the concerns which they are to administer. 

Mergers Seldom Based on Monopoly Ideas.—We have re- 
ferred to the fact that public opinion has changed with respect 
to “big business,” and we have undertaken to give the outstand- 
ing causes for this change. In this connection something should 
be said to emphasize the fact that the mergers or combinations 
which are reckoned in the great merger movement of the 
second quarter of the twentieth century have seldom been based 
upon a desire for monopoly. In a large proportion of the 
mergers, no attempt has been made to bring together all of 
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the plants in a given industry, as was often the case in the 
great consolidation movement which culminated in 1903. In- 
stead of resorting to an attempt at monopoly, the mergers 
seem to undertake to bring together a number of relatively 
efficient plants. The result is, therefore, that no apparent effort 
is made to stifle competition, but that competition will be con- 
tinued after the merger movement has spent itself, although it 
will be between a few relatively large units rather than between 
many small ones in any particular field.t Here is probably an 
explanation of the but slight objection on the part of the public 
to the great twentieth-century merger movement. 

“Big Business” and the Public Welfare.—In concluding 
this chapter, an attempt will be made to present some of the 
arguments that are advanced for and against the question, 
namely, whether the tendency toward still bigger business units 
is in the best interests of the public. It must frankly be ad- 
mitted that opinions on this question are divided, and that men 
of wide vision and with long years of experience view the mat- 
ter in entirely different ways. This is perhaps the natural thing 
to. expect, inasmuch as most questions within the fields of 
economics and of business are debatable questions upon which 
there seems to be ample opportunity for reasonable differences 
of opinion on the part of experts. 

There are those who affirm that our large business units 
and the tendency, especially in industry, toward the forma- 
tion of still larger units, particularly if they are well organ- 
ized and are found to function within the law, are clearly in 
the best interests of the public. Some of the reasons advanced 
for this opinion are that large business units, as contrasted with 
small ones, lend themselves better to efficiency both in produc- 
tion and in distribution; to the best utilization of labor-saving 
devices, and to adequate apportionment of risk among the 
considerable number of producing and marketing units that are 
usually to be found in the larger enterprises. 

On the other hand, there are those whose opinions are equally 
deserving of consideration who contend that the movement 
toward business consolidations is unquestionably “unsettling 
the foundations of our present economic order.” They ob- 

* We refer here, of course, only to industrial mergers. 
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serve in the trend toward business units of ever-increasing size 
a movement in the direction of collectivism, and the destruc- 
tion of what we call individualism. Others of very substan- 
tial intellectual proportions emphasize the fact that, in “big 
business,” ownership and management are largely separated, and 
they view the loss of at least potential control on the part of 
the owners of business with considerable alarm; still other 
authorities see no danger whatsoever here. Then again there 
are those who contend that there is little or no evidence to sup- 
port the assumption that efficiency and economy result from 
business consolidation. Moreover, they admit that certain men 
occupying the highest offices in the operation of “big business” 
affairs view their respective positions in the nature of trustee- 
ships, and are true to the trusts that are imposed upon them; 
but they point to the fact that, in their opinion, these cases are 
the exception rather than the rule. 

An important question that is being raised by forward-look- 
ing students of the movement toward larger business units is 
whether or not too great risks are thereby being concentrated 
under a single management; and they are trying to visualize 
the ultimate result of a possible unforseen collapse of some one 
or more of the larger enterprises. They also raise the question, 
previously referred to in a former paragraph of this chapter, 
whether or not young men of sufficiently great mental caliber 
and moral responsibility are being trained up to take the places 
of those who now are ably managing and soon are to manage 
the various present and prospective massive concerns. These 
are important questions—debatable questions, perhaps—that 
press for consideration; they cannot be brushed aside lightly. 

Probably the best answer that can be given to the question, 
whether the tendency toward still larger business units is in 
the best interests of the American public, is not to be found in 
any extreme view submitted above, nor is it dependent upon an 
analysis of the business organization existing at any time or 
place. The best answer, it would seem, can only be given by 
having due regard for, and in the light of, such human attri- 
butes as character, intelligence, experience, recognition of the 
rights of others, and a sense of high moral responsibility on the 
part of the leaders and managers of large business enterprises. 


Questions and Problems 


CHAPTER I: ORGANIZATION AND CLASSIFICATION 
OF BUSINESS ENTERPRISES 


1. What is the purpose of organization in business? 

2. Contrast the organization of human activities in savage life 
and under conditions of civilization. 

. Give several illustrations of the advantages of organization. 

. May there be such a thing as over-organization? Explain. 

. In business affairs, what else besides effective organization is 
necessary for successful results? 

. Why are leading business men from foreign countries so 
greatly interested in our industrial organization ? 

7. Should methods applied in military organization be adopted 

in the organization of our business enterprises? Explain. 
8. Define “business unit.” 
g. What is the unit of economic enterprise according to the 
Census Bureau of the United States? 

10. What are the essential factors of all business units? 

. What is meant by the “problem of distributing the product of 
industry”? 

. What is the approximate number of business units in the 
United States? 

. Give a working classification of private business enterprises. 

. What criticism would you make of the classification of private 
business enterprises given in the book? 

15. Distinguish between industrial and commercial enterprises. 

16. What is an integrated industry? 
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CHAPTER II: THE PROPRIETORSHIP 


. What is the simplest form of business organization? 

. Why have not all proprietorships disappeared by this time? 
. What are the outstanding characteristics of a proprietorship ? 
. Could you establish a proprietorship if you so desired? 

. What fields of enterprise must a proprietor avoid? Why? 


. Give a practical illustration of the meaning of unlimited lia- 
bility. 
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. What are the advantages of the proprietorship form of busi- 


ness organization? What are its disadvantages? 


. Is it likely that the one-man type of business will ever be com- 


pletely abandoned? 


CHAPTER III: PARTNERSHIPS 


. Why did the partnership form of business organization arise? 
. When did the first business partnerships probably become 


common ? 


. How long ago, roughly, was the partnership the leading form 


of business organization in the United States? 

Define “business partnership.” 

What are the leading features of a business partnership ? 

Do you know any persons who could not legally enter into a 
business partnership ? 


. Name some types of organizations or associations that are 


near-partnerships but which actually are not. 


. How many people do you know whom you would be willing 


to have associate with you in forming a business partnership ? 


. Name several types of partnerships and characterize each. 

. Distinguish between several types of partners. 

. Describe the process of forming a limited partnership. 

. Describe the process of forming a general partnership. 

. What is meant by the statement that “each general partner is 


a general agent for the firm’? 


. State and explain the advantages and disadvantages of the 


general partnership. 


. Discuss limited partnerships under the statute law of New 


York State. 


. Discuss limited partnerships under the statute law of your 


own state. 

Distinguish between statute law and the common law. 

If you were a general partner in a business enterprise and 
wished to get out of the partnership, how would you go 
about it? 


CHAPTER IV: JOINT STOCK ASSOCIATIONS 


. Define “joint stock association.” 
. Distinguish between a joint stock association aid a general 


partnership. 
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. Name as many joint stock associations as you can. 
. Distinguish between two outstanding classes of joint stock 


associations. 


. How is a typical joint stock association managed? 
. What is the liability of the owners of a joint stock asso- 


ciation ? 


CHAPTER V: MASSACHUSETTS TRUSTS 


. State the distinguishing characteristics of a Massachusetts 


trust. 


. Why did this type of business organization come into exis- 


tence? 


. Discuss the spread of the business (or Massachusetts) trust 


into various fields of industry and into other states than 
Massachusetts. 


. Name some concerns that are organized as business (or 


Massachusetts) trusts. 


. Enumerate, and comment upon, the advantages and disadvan- 


tages of the business trust form of organization. 


. Describe the “partnership association” form of business or- 


ganization. 


. What is a syndicate? Describe how a syndicate might be 


organized. 


. Distinguish between a syndicate and a general partnership. 
. Describe a “mining partnership,” and show how it differs from 


an ordinary (or general) business partnership. 


CHAPTER VI: THE CORPORATION 


. Give a definition of a corporation. 
. What is the significance of “artificial personality” as applied 


to a corporation? 


. How does a corporation differ from a joint stock association ? 
. State, and briefly explain, each one of the leading features of 


the modern corporation. 


. Show how the idea of “artificial personality” as applied to a 


corporation probably developed. 


. What were the Roman Collegia? In what fields of human in- 


terests did they function? 


. In what lines of business did the corporation first appear? 
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. In which century did the business corporation first come into 


considerable prominence? Why? 


. Describe the speculative mania that culminated in 1720. 
. Sketch the origin and work of the Hudson’s Bay Company. 
. Describe the events, toward the close of the eighteenth cen- 


tury, that had an important influence on the development of 
business corporations. 


. Give a tabular classification of corporations. 
3. Distinguish between a public and a private corporation, giving 


several examples of each. 

Show the relative importance of business corporations among 
all classes of business units. 

What is meant by the “changing character of ownership” ? 
Give some pertinent facts regarding the changing character 
of ownership. 


CHAPTER VII: THE HOLDING COMPANY 


. “The ‘gentlemen’s agreement’ in business practice is a good 


illustration of the instability of contractual relationships which 
are not sanctioned by law.” Explain. 


. Explain the pool as a means of obtaining unity of control and 


uniformity of action among business concerns. 


. Were pooling contracts enforceable under the law? Explain. 
. Name the types of pools and distinguish between them. 
. Explain the trust (or trustee device) for restricting compe- 


tition. 


. When, and by what interests, was the trustee device first used 


in this country? 


. How did the term “trust”? come to be used in this country to 


designate, in a general way, a large business organization? 


. What is the technical meaning of a trust? 
. When was the trust (trustee device) form of business organi- 


zation largely abandoned in this country by concerns that did 
an interstate business? Why was it abandoned? 


. What form of business organization was rather generally sub- 


stituted for the trustee device? 

How could a trust (trustee device) be converted into a hold- 
ing company ? 

Which state of the United States first authorized the holding 
company? When? 
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Did this country have any holding companies before there was 
a statute in any state permitting them? Explain. 

What is the popular meaning of a merger? How does a tech- 
nical merger differ from a consolidation? 

Name the types of “super-trusts”; distinguish between them. 
List in succession, proceeding from the simplest to the most 
complex, all types (or forms) of business organizations dis- 
cussed in the foregoing chapters. 

Give at least one example of each type (or form) of business 
organization listed in question 16. 


CHAPTER VUI: THE PROMOTER AND BUSINESS 
ORGANIZATION 


. Define promotion. 
. Name, and describe briefly, the stages in promotion. 
. Is the promoter a necessary member of society, or is promo- 


tion a business that should be eliminated? Justify your an- 
swer. 


. Are you personally aware of ever having seen and talked with 


a promoter ? 


. Mention ten well-known (local or national) businesses. Which 


of these were promoted? Which were not promoted? 


. Outline the plan that should be followed in investigating a 


proposed untried business venture. 


. Why is such preliminary investigation necessary? Is such 


investigation always made before investment? Explain. 


. Outline the promotion of the “guaranteed egg company.” 
. What was wrong with this promotion from the investors’ 


standpoint ? 


. State the story of the Keely Motor Company. What does it 


illustrate from the viewpoint of sound business financing? 


. Show that American promoters have possessed adaptability. 
. Was there any promotion of unsound ventures before the last 


few decades? Explain. 


. Name the types of promoters and characterize each type. 
. Why has there been much promotion in this country? 
. Is promotion a thing of the past in the United States? Ex- 


plain your answer. 


. What do you consider to be necessary, or highly desirable, 


characteristics for a person to possess in order to be a success- 
ful promoter? 
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CHAPTER IX: CHOOSING THE STATE IN WHICH 
TO INCORPORATE 


. Distinguish between the terms—domestic, foreign, and alien 


—as applied to a corporation. 


. If you lived in Illinois, for example, and were starting a new 


tire-manufacturing business under the corporate form of busi- 
ness organization, from what state would you get your charter? 
Would you have to get it in any particular state? What fac- 
tors would determine your choice of a state for securing the 
charter ? 


. What would probably be some of the advantages that would 


accrue if all of our states had the same (or similar) incor- 
poration laws? : 


. Can you state any disadvantages that might result from uni- 


form state incorporation laws? 


. Must a state admit all foreign business corporations that apply 


for the privilege of doing business within its borders? 


. Why is it probably better, all things considered, for a small 


local corporation, expecting to do an intrastate business, to 
get its charter from the home state where its plant is located ? 


. Outline the factors influencing the choice of a state for incor- 


poration on the part of a large prospective corporation—one 
that will carry on an interstate business. 


. Name several popular incorporating states. 
. Point out some differences in the cost of incorporation in any 


states you choose to compare. 

How much is it reported that the United States Steel Cor- 
poration saved by getting its charter in New Jersey rather 
than in Pennsylvania ? 

What is a franchise tax? Do all states levy a franchise tax on 
corporations? Explain. 

Tell what you can, in general, regarding the liabilities of the 
directors in a corporation. State, specifically, the liability of 
corporate directors in I[linois. 

Why are incorporators attracted to a state for securing a 
charter for a prospective corporation because of the fact that 
its laws have been “well adjudicated” ? 

What is meant, in particular, by “liberality of incorporation 


laws”? 
In the case of a large prospective corporation, on what ground 
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is the decision made as to the choice of state for incorporation, 
especially when so many factors must be considered ? 


CHAPTER X: SECURING THE CHARTER AND 
GETTING STARTED 


. Historically, by what jurisdictions have corporate charters 


been granted? 


. In this country, from what sources are corporate charters ob- 


tained? Are there any exceptions to the general rule? Ex- 
plain. 


. What is meant by “incorporation by special act of legislature” ? 
. Explain the nature of a general incorporation law. 
. Between what dates were the general incorporation laws of 


the states of the United States first passed? 


. What was the Dartmouth College Case? What principle 


did it establish in American corporate affairs? State the defini- 
tion of a corporation made by Chief Justice John Marshall in 
the Dartmouth College Case. 


. How would you find out the business corporation law of any 


state of the United States? Where could you get a copy of 
the corporation law of your state? What book contains a copy 
of such law? 


. Outline the essential features of the procedure in securing a 


charter for a business corporation, and in getting the corpora- 
tion functioning as a business unit. 


. What is the certificate of incorporation? What relation or 


connection has it with the charter, in any particular case? 


. Did you ever see the charter of a corporation? 
Ta. 
12 


How is a charter amended ? 


How is the organization of a corporation carried out after 
its charter is obtained? 


CHAPTER XI: THE INTERNAL MANAGEMENT OF 
BUSINESS CORPORATIONS 


. The owners of a large, widely-owned corporate business do 


not run it; who does? 


. What is meant by delegated management ? 
. What are some of the powers of stockholders? 
. Mr. X owns 75 per cent of the stock in a business concern; 


the remaining 25 per cent is widely distributed. Mr. X is 
neither a director nor an officer in the corporation. What 
immediate power does he possess in running the business ? 
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Who can vote at a stockholders’ meeting? 


. Explain the different meanings of the term, proxy. 


What is meant by “voting by proxy’’? 


. Who elects the board of directors of a corporation? 
. State the duties of directors. 
. If a board of directors, while acting in good faith, makes 


serious errors of judgment in certain matters, is it liable to 
anyone for, such errors? 


. Is it all right for directors to contract with themselves ? 
. What safeguards might properly be set up with respect to 


such contracts ? 


. “Directors should be paid for their services”; do you agree? 
. Is it proper for directors to delegate their authority? 

. Who choose and appoint the officers of a corporation? 

. May a stockholder examine the books of a corporation? 

3 Explain the common law plan of voting at stockholders’ meet- 


ings. 


. Distinguish between the common law plan and the so-called 


statutory plan of voting at stockholders’ meetings. 


. What is the purpose of cumulative voting? 
. Explain briefly cumulative voting. 
. Inacertain corporation there are 20,000 voting shares of stock. 


An organized minority has under control 6,000 shares of vot- 
ing stock. Cumulative voting is allowed. Assuming that 7 
new members of the board of directors are to be elected, how 
many members of the board can the minority elect, provided 
the interests representing the majority of the stock are on 
the alert? 

Give the formula which will enable one to find the minimum 
number of voting shares that an interest must hold or control, 
under curnulative voting, to elect a desired number of directors. 
Explain the nature of a voting trust. 

State the motives prompting the formation of a voting trust. 
Distinguish between a voting trust and a holding company. 
Outline the essential features of the internal management of 
the Dennison Manufacturing Company. 


CHAPTER XII: CAPITALIZATION AND THE 
FINANCIAL STRUCTURE 


. Define capitalization. 


2. Why were capitalization problems relatively simple in the 


earlier corporate history of the United States? 


. State some questions relating to capitalization which confront 
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and concern practically all incorporators (assuming that no- 
par-value stock is not to be issued). 


. Why does the issuance of no-par-value stock, and only this 


type of security, when a new corporation is being formed, 
simplify capitalization problems? 


. Discuss statutes affecting the minimum and maximum amounts 


of capitalization. 


. Distinguish between proper capitalization, under-capitalization, 


and over-capitalization. 


. Name, and briefly describe, several theoretical bases of capi- 


talization. Which one of these do you favor? Why? 


. Frame a specific example illustrative of “earning power on 


the basis of capitalization,’ and ‘show exactly how you arrive 
at the capital value of the concern in question. What data 
must you have in order to capitalize earning power? 


. Inany specific case, how would you proceed to select the proper 


rate of interest for capitalizing the earning power? 

Suppose II per cent is the rate of interest selected for capi- 
talizing in a certain case; into what two factors may this rate 
be divided? Explain. 

A promoter is forming a corporation to exploit an invention 
for a commodity very similar to one already on the market. 
Experts have estimated that the net earnings of the corpora- 
tion for the first few years will fluctuate around $15,000. 
What would be, approximately, a fair capitalization of the 
new company? Why? (Show how you get the amount.) 

A growing village that never has had a public water supply 
has decided to adopt a common supply, and a corporation has 
been formed to supply the needed water to the growing vil- 
lage. It has been estimated by experts that the net earnings 
of the corporation the first few years will be $30,000. What, 
approximately, would be the proper capitalization (or capital 
value) of the corporation? Why? (Show how you get the 
amount. ) 

Outline various ways in which a business concern may become 
over-capitalized. 

What is meant by the financial structure (or the financial plan) 
of a corporation? 

List the factors influencing the structure of the financial plan. 
Is capitalization or management the more important considera- 
tion in the success of a business corporation? Explain. 
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CHAP TERSXIM: CAPITA STOCK 


. Who formulates the financial plan of a new corporate enter- 


prise ? 


. What is the simplest type of financial plan? 
. Distinguish between fixed capital and working capital. 
. Who formerly furnished the fixed capital for a new business? 


Who furnishes it now? 


. Distinguish between authorized and issued capital stock. 


What is outstanding stock? What is unissued stock ? 


. What is treasury stock? How may it come into existence? 
. Distinguish between par-value stock and no-par-value stock. 


When was no-par-value stock first authorized? How long 
did it take for it to become popular? 


. State and discuss the causes of the recent movement toward 


no-par-value stock.’ 


. Discuss arguments against no-par-value stock. 

. What is the significance of stock being “full-paid”? 

. Name the rights possessed by the holders of common stock. 

. Distinguish between different classes of common stock. 

. Characterize preferred stock. 

. Describe briefly the various preferences which preferred stock 


may have, 


. Evaluate each of these various preferences. 
. Why are preferred stocks popular among certain classes of 


security-buyers ? 


. What is a guaranteed stock? Show how it may have come 


into existence. 


. Explain the peculiarities of founders’ stock. 
. Characterize debenture stock, and give some examples of this 


type of security. 


CHAPTER XIV: CORPORATE BORROWING 


. Why do business enterprises (proprietorships, partnerships, 


and corporations) often resort to borrowing? 


. What is the procedure in corporate borrowing? 


What is meant by equity? 


. What is meant by “trading on the equity”? 
. Explain the advantages and dangers of “trading on the equity.” 
. Justify or criticize the statement: “A corporation that is even 
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fairly prosperous should always borrow funds when it needs 
additional capital.” 


. What is meant when we say that “Mr. X has a first lien on 


Mr. Y’s store”? 


. What is the meaning of “unsecured creditors”? 
. In the event of insolvency, where do the unsecured creditors 


come in with respect to their claims upon the insolvent com- 
pany’s assets? 

Outline the influences which tend to keep well-managed cor- 
porations from excessive borrowing. 

Is a difference of one-half per cent in the rate of interest on a 
long-time loan of large amount of any serious concern to the 
borrowing corporation ? 


CHAPTER XV: MORTGAGE BONDS 


. Indicate the points of similarity between a note of hand and 


a bond. 


. State the essential points of difference between a note of hand 


and a bond. 


. What are the expected results of foreclosure when there is 


only one mortgage on a property (say, a house and lot) ? 


. Outline the expected results of foreclosure when there are two 


mortgages on the same property (a house and lot). 


. Show the essential points of difference between corporate 


borrowing by means of mortgage bonds and personal borrow- 
ing by means of a note and mortgage on real estate (say, a 
house and lot). 


. Explain clearly the function of a trustee in connection with a 


mortgage bond issue. 


. Why is a trustee unnecessary in personal borrowing by means 


of a note and mortgage on real estate (say, a house and lot) ? 


. What are the duties of the trustee in corporate borrowing by 


means of mortgage bonds? 


. What are some of the more important features (or clauses) 


in a corporate mortgage document? 


. For how long a period (at the maximum) do some mortgage 


bonds nowadays run before maturity? 

List the factors influencing the rate of interest on any par- 
ticular mortgage bond issue. 

Distinguish between closed mortgages and open-end mort- 
gages. 
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Distinguish between two types of open-end mortgages. 

What is the significance of the after-acquired-property clause 
in a mortgage? 

How may the after-acquired-property clause be avoided? 

Do you think it would be a wise policy for an investor always 
to avoid buying (say) third mortgage bonds? Explain. 
Characterize divisional mortgage bonds. 

Characterize blanket mortgage bonds. 

Characterize consolidated mortgage bonds. 

Characterize general mortgage bonds. 

Can you always tell what kind of a bond any particular issue 
is merely by its name? Explain your answer. 

Describe terminal bonds. Are they always a good buy? 
Describe bridge and wharf bonds. 

Outline the procedure to be followed ordinarily in the event 
that interest is defaulted on a particular mortgage bond issue. 
If one bond whose rate of interest semi-annually is 31% per 
cent sells today for $1,000, and another bond whose rate of 
interest semi-annually is 8 per cent sells today in the same city 
for $1,000, how do you account for this situation? 


CHAPTER. XVI: COLLATERAL TRUST BONDS 


. Outline the procedure involved in obtaining a loan, secured by 


collateral, at a commercial bank. 


. Describe the essential features of a collateral trust bond. 
. Name the points of similarity in mortgage bonds and collateral 


trust bonds. 


. List the points of difference between mortgage bonds and col- 


lateral trust bonds. 


. What are the features of a deed of trust accompanying an 


issue of collateral trust bonds? 


. Is there any special (or particular) type of security to be 


deposited for the safeguarding of collateral trust bonds, or 
are different types (or classes) of securities used, at times, to 
fit the particular case in question? Explain clearly. 


. What type of security is probably the best collateral to be 


placed behind collateral trust bonds? 

Show how collateral trust bonds have been used in different 
ways to enable one railroad company to get control of another 
railroad. 
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Discuss the use of collateral trust bonds to fund a floating 
debt. 

What types of business enterprises use collateral trust bonds 
in their method of finance? What particular type of company 
has been, historically, the leading user of bonds of the col- 
lateral trust kind? 


CHAPTER XVII: EQUIPMENT OBLIGATIONS 


. Sketch the history of the type of security known as an equip- 


ment obligation. 


. In which line of business enterprise has the equipment oe - 
is 


tion been most commonly used? Give the reasons why thi 
type of security probably will not be used extensively in cer- 
tain other fields. 


. Characterize the railroad car (or equipment) trust of the lat- 


ter part of the nineteenth century. 
Give the essential features of the present-day railroad equip- 
ment obligation. 


. Describe the Philadelphia plan of equipment obligation. 
. Describe the conditional sale plan of equipment obligation. 
. Describe the equipment mortgage plan of equipment obligation 


and show how it differs from the conditional sale type. 


. Discuss the investment strength of equipment obligations. 
. Sketch the essential facts in the growth in volume of equip- 


ment obligations (1890-1920). 

A railroad company, called the X Y Z Company, desires to 
acquire 50 new units of rolling stock at an average price per 
unit of $20,000. The company that manufactures this rolling 
stock is called the A B C Company. The new equipment is to 
be acquired by the issuance of equipment obligations on the 
“Philadelphia Plan.” Describe, in detail, just how this would 
be done (assume that each equipment obligation is of the prin- 
cipal sum of $1,000). Make clear, among other things, who 
issues the equipment obligations, the length of time they run 
before maturity, the security behind the obligations, and who 
actually owns the rolling stock. 


CHAPTER XVIII: DEBENTURES, INCOME BONDS, AND 
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What is a corporate “general credit obligation”? 
What is the meaning of the term, debenture, according to both 
British and American nomenclature? 
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. Characterize a debenture bond. 
. Is a mortgage ever found accompanying an issue of debenture 


bonds? Explain. 


. What is the most important difference between a typical de- 


benture bond and a typical mortgage bond (as discussed in 
Chapter XV)? 


. Explain the nature of an indenture that is prepared and exe- 


cuted in connection with an issue of debenture bonds. 


. Is the debenture especially adapted to any one particular type 


of business enterprise, or is it adapted to many different types 
of businesses? 


. Are debentures, as a class of bonds, especially good invest- 


ments? 


. Point out the outstanding characteristics of income bonds. 
. In what sense is an income bond a “contingent charge se- 


curity’? Explain clearly. 


. Who determines whether or not the interest on income bonds 


will be paid on any particular interest date? 


. What circumstances often gave rise to the issuance of income 


bonds by a railroad company ? 


. What is meant by the statement that receiver’s certificates are 


obligations of a court? 


. What are some of the important provisions contained in a 


court order for an issue of receiver’s certificates ? 


. May receivers’ certificates ever stand superior to first mort- 


gage bonds so far as the claims on the earnings of the issuing 
corporation are concerned ? 


CHAPTER XIX: ASSUMED, GUARANTEED, JOINT, 
PARTICIPATING, AND CONVERTIBLE BONDS 


. Distinguish clearly between assumed bonds and guaranteed 


bonds, giving a hypothetical instance of each. 


. In what field of enterprise in this country did assumed bonds 


first come into prominence? 


. There are two principal classes of guaranteed bonds; dis- 


tinguish clearly the one from the other. 


. Evaluate the guarantee feature of a guaranteed bond. 
. Describe the outstanding facts with regard to joint bonds, and 


give a good historical example of joint bonds. 


. Under what circumstances are joint bonds often issued? 
. Discuss the outstanding feature of participating bonds. 
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. Give the leading reason prompting a corporation to issue con- 


vertible bonds. 


. What is the meaning of the term, “ratio of conversion”? 
. What is meant by the “conversion contract”? Explain clearly. 


ete ES XX: EXTINGUISHING CORPORATE 
BOND ISSUES 


. What plan is usually followed in paying the current debts of a 


business concern? 


. Name the various plans that have been devised for paying off 


or otherwise taking care of a corporation’s bonded indebtedness. 


. Is the stock of a corporation ever retired? Explain your an- 


swer. 


. Assume that a corporation has decided, as per the contract 


underlying an issue of bonds, to convert the bonds into stock. 
Explain exactly how this would be done (make the necessary 
assumptions to illustrate your answer). 


. What type of person would probably be attracted by the con- 


vertible feature in a corporate bond?. 


. Under what circumstances could a corporation redeem its 


bonds ? 


. What motives might prompt a corporation to decide to redeem 


a certain issue of bonds? 


. Explain the process of refunding a bond issue. 
. Upon what circumstances does the success of refunding a 


bond issue before maturity depend? Explain. 


. In a refunding operation in connection with corporate bonds, 


how is it possible to make provisions for future financing? 


. What is a sinking fund? Outline one or more workable plans 


of establishing and operating a sinking fund. 


. Discuss the function of a trustee with regard to a sinking 


fund. 


. Why is the matter of establishing and operating a sinking fund 


of great importance in corporate financial affairs? 


. Characterize serial bonds and show their possible bearing upon 


the problem of a sinking fund. 


CHAPTER XXI: UNDERWRITING AND UNDER- 
WRITING SYNDICATES 


. Show how the practice of underwriting developed in connec- 


tion with marine insurance. 
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. What is an underwriting syndicate as applied to an issue of 


securities ? 


. Give an early instance of security underwriting in this country. 
. About when did corporate security underwriting first become 


common in the United States? Why? 


. State several important reasons prompting the formation of a 


syndicate to underwrite an issue of corporate securities. 


. Distinguish between three important types of underwriting 


syndicates. 


. State the essential features of a typical hypothetical example 


of a successful corporate security flotation. 


. What are the leading features of a typical securities syndicate 


agreement ? 


. Describe the management of an underwriting syndicate, and 


indicate various necessary expenses involved. 


. Underwriting syndicates have members (or subscribers or par- 


ticipants) ; who (or what) are they likely to be? 


. Discuss profits (or losses) in underwriting syndicates. 
. Are all types of securities underwritten when issues? Ex- 


plain. 


. Describe the British method of syndicating securities. 


CHAPTER XXII: THE MARKETING OF SECURITIES 


. Distinguish among three types of securities from the stand- 


point of the investor. 


. What is meant by the statement that underwriting is only one 


link in the chain of security distribution under twentieth-cen- 
tury conditions? 


. Distinguish between a commercial banking house and an in- 


vestment banking house, giving examples of each. 


. What is a wholesale banking institution of the investment 


type? Give at least two examples. 


. Describe the work of a wholesale investment banking house. 
. Describe the work of a large distributing bond house (a retail 


concern). 


. Outline the method of organization of a typical large retail 


bond house. 


. Describe the work of each one of the main departments of a 


large retail bond house. 

Where do high-grade bond houses get hold of lists of pros- 
pective bond buyers? 

Are these lists the same as so-called “suckers’ lists’ ? 
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Describe the nature and function of local bond houses that 
deal in high-grade securities. 

Outline the types of service rendered by high-grade invest- 
ment banking institutions to their customers and others. 
Why are certain people attracted to low-grade securities ? 
What mental characteristics are appealed to by the salesmen 
of low-grade securities ? 

Why are low-grade securities mostly stocks? 

Low-grade securities have to be unloaded on the public with- 
out the assistance of investment bankers; state and explain 
how this unloading is done. 

What is “stock promotion” ? 


CHAPTER XXIII: THE MARKETING OF SECURITIES 


(Concluded) 


. There is never a year that the American public does not buy 


a large volume of worthless or fraudulent securities; how do 
you explain this fact? 


. One of the ways in which the sellers of questionable securi- 


ties get more money from the holders of worthless securities 
is by means of a “merger’’ device; explain clearly. 


. Show how money is obtained in lieu of valueless securities 


from certain classes of people by “capitalizing prejudice.” 


. Explain how the telephone may be used to victimize prospec- 


tive security purchasers. 


. Explain the use of the “dope” sheet. 
. Explain how worthless securities are marketed by making 


irrelevant comparisons between them and the securities of 
former companies that were highly successful. 


. Explain the wiles of the selling device which consists mainly 


in announcing that they (the salesmen) and their friends and 
relatives have bought a great deal of the stock in question. 


. Outline the process of extracting money from a gullible public 


by means of the promotion of a patent. 


. Explain the psychology behind the “‘suckers’ list.” 


CHAPTER XXIV: FINANCING ESTABLISHED COR- 
PORATIONS IN PART THROUGH Sears 
AND EMPLOYEES 


1. Until approximately what time were the stocks and bonds of 


American business enterprises held by a relatively small per- 
centage of the population? 
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. What is meant by diffusion of ownership of corporate se- 


curities ? 


. About when did diffusion of security-ownership begin to at- 


tract attention in this country for the first time? 


. What was the probable cause of the diffusion here under con- 


sideration ? 


. Corporations are now becoming democratic institutions, so it 


is said, because of the diffusion of stock ownership. What 
were some of the reasons why they hitherto could not be 
democratic ? 


. Many people look with great favor upon the movement to- 


ward the diffusion of ownership of corporate securities. What 
is your opinion in the matter? 


. Point out possible dangers in the diffusion of ownership of 


corporate securities. 


. Give some facts regarding the movement toward diffusion 


here under consideration, such facts being drawn from sev- 
eral fields of enterprise. 


. What methods are commonly employed in selling stock by a 


corporation under the so-called customer-ownership plan? 
Comment upon the size of individual purchases on the part of 
customers under the customer-ownership plan of distributing 
any particular issue of stock. 

Discuss the necessity of protecting, in every way possible, the 
interests of the buyers of stock under a customer-ownership 
or employee-ownership plan. 

Discuss the customer-ownership plan of stock diffusion from 
the standpoint of its yielding an important and steady supply 
of corporate capital. 


CHAPTER XXV: RAISING CAPITAL FROM OLD STOCK- 


HOLDERS BY THE PRIVILEGED SUBSCRIPTION 


. What is meant in corporate parlance by issuing “rights”? 
. How are “rights” evidenced ? 
. Why is it that the issuance of “rights” to raise new capital is 


a plan available only to well-established corporations ? 


. Is the “right” of an old stockholder to subscribe to a propor- 


tionate amount of a new issue of stock well recognized in all 
jurisdictions, or is the “privileged subscription” something 
that is offered voluntarily by the managers of the corporation 
in question? 


. What is the technical meaning of the term “right” or “rights” 
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according to the New York interpretation? According to the 
Philadelphia interpretation ? 


. Distinguish between the different ways in which a shareholder 


may exercise or dispose of his “rights” in any particular case. 


. State a formula for figuring the theoretical value of a stock 


right. 


. From the purely theoretical standpoint, show that “rights” 


should not possess monetary value. 


. Why is it that, as a matter of practice, “rights” do possess 


monetary value? 

A corporation has 10,000 shares of common stock; no other 
stocks or bonds are outstanding. It offers 5,000 more shares 
to its stockholders at $150 a share, one-half (1%) a share of 
new stock to each share of old stock. The market value of the 
old stock at the time of the offering is $240 a share. 

(a) What is the value of the “rights”? 

(b) Does the stockholder who exercises (or sells) his right 
lose or gain by the whole transaction (assuming that the 
stockholder in question owns ten [10] shares of the 
old stock), taking into account not only the mathe- 
matical value of the “rights” but the possible effect of 
the new issue of stock upon the market value of the 
old and the new stock as well? 


CHAPTER XXVI: PROTECTING THE PUBLIC FROM 


HIGHLY SPECULATIVE AND FRAUDULENT 
SECURITIES 


. What is the approximate annual monetary loss to the American 


public from unwise investment in highly speculative and fraud- 
ulent “securities” ? 


. Outline the ease (or difficulty) with which the annual job 


of selling such securities is done by unscrupulous salesmen. 


. Do you think that the American public needs to be afforded 


some protection against the onslaughts of unscrupulous se- 
curities salesmen ? 


. How has our post office department helped in protecting the 


security-buying public? 


. What, in general, is the purpose of so-called “blue sky” legis- 


lation? 


. Summarize the first “blue sky” law ever passed by one of 


our states. Which state passed the law? When? 
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. Ouiline the spread of “blue sky” legislation throughout the 


United States. 


. Distinguish between two leading types of “blue sky” laws in 


this country. 


. Summarize the New York Securities Law (the Martin Law). 
. Discuss the constitutionality of “blue sky” laws. 
. What criticisms might fairly be made of the “blue sky” laws 


of our states? 


. What is the Denison Bill? Tell all you can about it. 
. What do you think of the proposition to undertake to handle 


the problem of protecting the public in investment matters by 
controlling the issue of doubtful securities “at their source” ? 


. What is the nature of the work of Better Business Bureaus? 
. How has Great Britain coped with the problem of protecting 


her public against dealers and salesmen representing ultra- 
speculative and fraudulent enterprises? 


. How has it been proposed to strengthen the British Com- 


panies Act? . 


CHAPTER XXVII: THE MACHINERY FOR BUYING 
AND SELLING SECURITIES 


. Name a good book (giving also its author) dealing with the 


work of stock exchanges. 


. Define the term, stock exchange. 
. Outline the beginnings of the New York Stock Exchange. 
. Sketch the growth and development of the New York Stock 


Exchange. 


. What is the present membership of the New York Stock Ex- 


change, and how is membership obtained? 


. Distinguish between the various classes of members. 
. Describe the process of listing a new American security on 


the New York Stock Exchange. 
Discuss the listing of foreign securities on the same exchange. 


. Describe the bond section (or department) of the same ex- 


change. 


. Discuss stock exchanges other than those in New York City. 


State the essential features of the New York Curb Exchange. 
Summarize “over-the-counter” trading in securities. 
Explain “short sales.” 


. Explain margin trading. 


Characterize the work of bucket shops. 
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Tell what you can of exchanges other than security exchanges. 
Discuss the significance of the risk factor in business. 


CHAPTER XXVIII: SHORT-TERM BORROWING 


. Ina general way, distinguish between fixed capital and work- 


ing (or revolving) capital. 


. In the case of a manufacturing enterprise, name as many forms 


of working capital as you can. 


. In the case of a manufacturing enterprise, name a few typical 


forms of fixed capital. 


. Frame a hypothetical case, to show in a practical way what 


is meant by a concern’s net working capital. 


. Show the necessity for a business concern to have adequate 


working capital. 


. State, and explain ‘clearly, the factors influencing the working 


capital requirements of a manufacturing concern. 


. Discuss trade credit as a source:of working capital. 
. Indicate the importance of bank credit as a source of work- 


ing capital. 


. What is meant by the open account system of handling a con- 


cern’s sales? 


. Describe a trade acceptance. 
. Summarize the discounting of acceptances as a method of rais- 


ing working capital. 


. What types of business enterprises might raise working capi- 


tal on the basis of warehouse receipts and bills of lading? 


. Is it permissible for a corporation to sell capital stock and take 


the proceeds for working capital purposes? Explain. 


. What is your opinion of the plan, on the part of a corporation, 


of setting aside a portion of the earnings for its expansion 
(or development) ? Defend the position that you take. 


CHAPTER XXIX: SHORT-TERM BORROWING 
(Concluded) 


. Technically, what is commercial paper? 
. Have you ever seen any commercial paper? 
. Commercial paper should be “self-liquidating’; what does 


this mean? Explain clearly. 
What is a commercial paper house ? 
What is meant by “open-market” borrowing? 


. How long does typical commercial paper run? 
. Who are the principal customers of commercial paper houses ? 
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. What are the alleged advantages and disadvantages of “open- 


market” borrowing? 


. What classes of business concerns may normally resort to sell- 


ing their commercial paper? Why? 


. Explain discounting receivables. 
. Discuss the relation of the credit system of doing business to 


the practice of discounting receivables. 


. Tell in a general way how much it costs a business enterprise 


to get its receivables discounted. 


. From what sources are the funds of companies that discount 


receivables obtained ? 


. In the distribution of automobiles, explain 


(a) The dealer’s financial relationship with the manufac- 
turer. 

(b) The dealer’s financial relationship with the ultimate 
consumer. 


CHAPTER XXX: NET INCOME AND ITS 
DETERMINATION 


. Explain the term, net income. 
. State the successive steps that a manufacturing company might 


properly take in arriving at its net income for any financial 
year. 


. Explain the term, operating expenses. 
. Explain the term, gross earnings from operation. 
. Distinguish between net earnings from operation and _ total 


net income from all sources. 


. What is meant by surplus for the year? 
. What is a possible way of properly handling maintenance and 


depreciation in attempting to arrive at net income? 
What is the meaning of operating ratio? Illustrate by using 
a hypothetical example. 


. How do operating ratios vary between different lines of busi- 


ness enterprises? 
State the difficulty in reckoning depreciation. 
Distinguish between repairs, depreciation, and obsolescence. 


CHAPTER XXXI: THE ADMINISTRATION OF NET 
INCOME 


Assuming that the net income of a business concern has been 
properly figured, who decides what shall be done with it? 
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. What are the various possible appropriate uses of net income? 
. What are meant by contingent reserves? 
. What types of taxes should constitute a direct expense of 


doing business and should, therefore, not be paid out of net 
income P 


. What types of taxes might properly be provided for by a 


reserve for taxes established out of the net income? 


. Explain the necessity of an insurance reserve being estab- 


lished in certain instances. 


. The directors of business organizations of certain types have 


to consider the advisability of creating a reserve for making 
certain possible improvements that may be forced on their 
company by “social progress.’”’ Explain. 


. Show how a reserve for business fluctuations might result in 


smoothing out the curve of business fluctuation in the com- 
pany in question. 


. What are the possible demands upon the net income of a 


business concern other than the ones cited in questions 5 to 8 
inclusive ? 


. What do many stockholders think should be done with prac- 


tically all of the net income of their respective corporations ? 


. Indicate some statutory regulations respecting the payment 


of dividends. 


. Are the directors of a corporation ever subject to any regula- — 


tions, other than statutory, regarding disposition of the net 
income of their corporation? Explain. 


. Why are regularity and stability desirable with respect to the 


dividend payments of any particular concern? 


. How should the directors handle the payment of an extra 


dividend ? 


. Distinguish between a cash dividend and a scrip dividend. 
. What is a stock dividend? What is the significance, with 


respect to the corporation concerned, of the payment of a 
stock dividend ? 

Why have stock dividends been relatively common since 1922? 
Outline the motives prompting corporations to pay stock divi- 
dends. 


CHAPTER XXXII: BUSINESS EXPANSION AND 
CONSOLIDATION 


. Why do successful business enterprises tend to expand? 
. Explain what is meant by the statement that “mergers and 
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consolidations are only advanced phases of business expan- 
- 93 
sion, 


. What bearing has the motive to reduce competition upon busi- 


ness expansion ? 


. Name devices that have been tried at various times for restrict- 


ing competition. 


. Why were certain of these plans abandoned? 
. What great movement in our corporate history was in progress 


between (roughly) 1882 and 1903? 


. Name as many high-grade corporations as you can that came 


into existence between 1882 and 1903. 


. Why were many “trusts” formed during this period? 
. Why did the industrial trust era come to a close in the first 


years of the twentieth century? 


. What part did the holding company play in the consolidation 


movement we have here been considering? 


. What are some of the alleged advantages of the public utility 


holding company? 


. What are some of the differences between the twentieth-cen- 


tury merger movement and the great industrial consolidation 
movement that occurred a quarter of a century or so earlier? 


. Characterize the so-called ‘“‘super-trusts.” 
. Distinguish between horizontal, vertical, and circular consoli- 


dation, giving examples of each. 
, fo} 


. Outline the causes of the twentieth-century merger movement, 


so-called. 


. Do you think that all of the mergers brought about during 


the twentieth-century movement toward consolidation will 
prove successful? Explain. 

What law (or principle) has been stated by Professor Dewing 
which helps to determine the most profitable size of business 
unit in any particular field? State, in substance, the law. 
Explain the statement that large capital costs favor large 
business units. Do you believe this statement is true? If 
not, justify your opinion. 


CHAPTER XXXIII: BUSINESS FAILURE, LIQUIDATION, 


AND REORGANIZATION 


1. What is meant by the statement that certain business enter- 


prises have ailments? 


2. What is meant by business failure? 
3. What is the average annual percentage of business insolvencies 
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in relation to the number of concerns actually engaged in 
business ? 

. Why does this figure fail to convey the proper impression with 
regard to actual long-run success or failure on the part of 
business concerns in general ? 

. State and evaluate some of the important causes of business 
failure. 

. What is meant by adjusting a financially embarrassed busi- 
ness? Explain how this may be effected. 

. What is the probable future of the creditors’ committee? 

. Give various reasons why.a corporation may legally cease to 
exist. 

. What is meant by liquidating a business? 

. Explain in general terms the meaning of voluntary dissolution. 

. What conditions normally would prompt voluntary dissolution ? 

. What procedure will probably be followed in voluntary disso- 
lution? 

. In what order are claims paid off in case a business is liqui- 
dated? 

. What is the condition of bankruptcy ? 

. State five acts of bankruptcy. 

. To whom does the National Bankruptcy Act apply? 

. What is the usual procedure in the case of voluntary bank- 
ruptcy? 

. Under what conditions may a debtor be forced into involuntary 
bankruptcy? 

. What is the order in which claims are paid off, assuming that 
such claims have been properly established against the bank- 
rupt under the Bankruptcy Act? 

. Distinguish between receivers in bankruptcy and receivers in 
equity. What is meant by a friendly receivership ? 

. What constitutes reorganization, as the term is used in this 

volume? State some things which do not constitute reorgani- 

zation, as the term is used here. 

Distinguish between negotiated and litigated reconstruction (or 

reorganization) as the terms are used by Gerstenberg. 

Comment upon standardization (or lack of standardization) in 

reorganizing different types of business enterprises. 


CHAPTER XXXIV: GOVERNMENTAL REGULATION 
AND CONTROL OF BUSINESS 


Why was there but little statutory regulation of business in 
this country until near the close of the nineteenth century? 
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. Give the reasons why incorporation under the laws of New 


Jersey was common in the latter part of the nineteenth and in 
the earlier part of the twentieth centuries. 


. What were the “seven sisters” Acts of New Jersey? 
. Outline the origin, development, and ultimate outcome of the 


movement in New Jersey, which started near the close of the 
first decade of the twentieth century, for the strengthening of 
her incorporation laws. 


. Outline the various ways in which our governments (state and 


federal) regulate or control business by means of taxation. 


. Describe the origin and development of state anti-trust laws 


in the United States. When was the movement at its height? 


. Instance any cases that you have in mind of prosecutions 


under state anti-trust statutes. 


. State the substance of the Sherman Anti-Trust Act of 18go. 
. Give a brief summary of some of the early prosecutions under 


the Sherman law. 


. What is meant by the “rule of reason” in connection with 


federal anti-trust prosecutions ? 


. When did the “rule of reason” come into prominence? 
. What is the effect of the application of the “rule of reason” 


in federal anti-trust prosecutions ? 


. When was the Federal Trade Commission authorized? 
. Give the various provisions of the Federal Trade Commission 


Act. 


. Why was the Federal Trade Commission Act passed? 

. Give the various provisions of the Clayton Act. 

. Why was the Clayton Act passed? 

. What were the terms of the so-called labor provisions of the 


Clayton Act? 


CHAPTER XXXV: AMERICA BECOMING ADJUSTED 


TO “BIG BUSINESS” 


. What do you understand by “big business” ? 
. Name several concerns that are of the “big business” type. 
. How long (approximately) have we had “big business” enter- 


prises in this country? 


. Show that bigness characterizes many lines of activity and 


many situations in this country. 


. Give a number of evidences in confirmation of the idea that 


“big business” used to be widely feared in this country. 
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Show that there has been a great change in attitude toward “big 
business” within the past few decades. 

What evidence of a change of attitude toward “big business” 
can be gleaned from an examination of the Transportation 
Act of 1920? 


. What bearing upon the attitude toward “big business” had the 


Armour-Morris Combination ? 


. What is the interpretation of the decision (1920) of the Su- 


preme Court of the United States in the case against the United 
States Steel Corporation ? 


. What is meant by “self-regulation” of American business ? 


State and explain briefly the probable causes of the change in 
public opinion in this country within the last few decades 
respecting “big business.” 

Give arguments for and against the proposition that the ten- 
dency toward still larger business units is in the best interests 
of the public. 

Is it your opinion that America is adjusting herself to “big 
business” or that “big business” is adjusting itself to America? 
State the reasons for your position with respect to question 13. 
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limitations imposed by law on, 
481-482 
principles determining, 480-481 
payment of, borrowing to insure, 
486-487 
liberal, 487 
managerial policy of, 483-485 
other than cash, 487 
bond, 488-489 
property, 489 
scrip, 488 


financing of, 
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Dividends—( Continued) 
stock, 489-490 
stability and regularity of, 485 
Dope or tipster sheets, 332-333 
duPont de Nemours & Co., Inc., E. 
I., 187-188, 508 
Equipment obligations, conditional 
sale plan, 242-243 
equipment mortgage plan of, 243- 
244 
general aspects of, 235-236 
growth in volume of, 246 
history of, 236-237 
in financing enterprises other than 
railroads, 246-247 
investment strength of, 244 
Philadelphia plan of, 239-242 
present-day railroad, 239 
Equipment trust bond, 211-212 
Expansion 
business, evidences of, 493 
principles of, 496-497 
reasons for, 491 
public utility, 501 
railroad, 500 
Extractive industries, 
Ohi, VW, 16) 
description of, 13, 14 


classification 


Failure, business, adjustment follow- 
ing, 520-521 
by creditors’ committee, 521-522 
causes of, 520 
percentage of, 518 
Federal Trade Commission Act, 547- 
549 
Floating debts, funding of, 231 
Foreclosure, when there are one or 
more mortgages, 201-202 
Founders’ stock, 187 
Franchise tax, IOI-103 


General Incorporation Laws, at- 
tempts to improve, 537 
beginning of, 114-116 
present-day, I16-118 
Gentlemen’s agreement, 68-69 
Gross earnings, 463-464 
Guaranteed bonds, two kinds of, 263- 
264 


INDEX 


Guaranteed bonds—( Continued) 
typical case of, 264-265 * 
value of guarantee, 265 

Guaranteed stock, 186-187 


Holding companies, 68 
authorization of, by New Jersey in 
1889, 71-72 
existence of, before 1889, 74 
internal management devices of, 
146 
Hudson’s Bay Company, 60-61 


Income bonds, definition of, 254-255 
earlier versus later issues of, 257- 
258 
interest on, may be cumulative, 256 
determining whether or not in- 
terest has been earned, 256- 
257 
other names for, 255-256 
probable advantages of, under uni- 
form state laws, 94-95 
procedure for, 118-119 
under General Incorporation Laws, 
114-118 
wide field for, 93-94 
Income tax, state, on corporations, 
IOI-102 
Incorporation, abandonment of, by 
special act of legislature, 112- 
114 
by special act of legislature, 111- 
112 
certificate of, in Delaware, 119-121 
in general, 119 ; 
in New Jersey, 121-122, 124 
when faulty, 122 
factors affecting choice of state 
for, 96-108 
annual taxes or fees, IOI-103 
liability of owners and officers, 
104-106 
liberality of laws, 107-109 
relative costs, 99-101 
reputation of state, 103-104 
stability of laws, 106-107 
Industrial and commercial 
prises, 12, 15 
Industrial revolution, cause of, 11 


enter- 


INDEX 


Joint bonds, definition of, 265 
example of issue of, 266 
Joint stock associations, classes of, 
37-38 
comparison with other business or- 
ganizations, 30-37 
definition of, 36 
examples of, 40 
financial plan of, 37 
New York law with relation to, 
38-39 
shareholders’ liability under, 39 
system of management of, 38 


Kansas “Blue Sky” Law, 371-374 


Liability, limited, 42, 45, 53-54, 104- 
105 
Liquidation, 
by bankruptcy, 525 
acts of, 526 
advantages of, to.debtor and 
creditor, 525-526 
involuntary, 528 
voluntary, 527-528 
by receivership, 528 
receivers in bankruptcy, 529 
receivers in equity, 529 
by voluntary dissolution, 523 
procedure in, 523-525 


Maintenance and depreciation, inter- 
pretation of, 464-465 
Management as a factor in business 
success, 160-161 
Manufacturing industries, classifica- 
tion of, 12, 14 
description of, 14 
scope of, 14 
Marshall, John, 49 
Massachusetts trusts, additional fea- 


tures of, 43 
advantages and disadvantages of, 
43-44 


historical background of, 41 
position of, in other than realty 
fields, 42-43 
in real estate field, 41-42 
Mergers, 75 
twentieth-century movement  to- 
ward, 503 
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Mergers-— (Continued) 
causes of, attitude of courts and 
government, 509 
financial factors, 509 
influence of banking interest, 
510-511 
miscellaneous, 511-512 
personal ambition factor, 510 
characteristics of, not confined to 
a single field, 503-505 
only efficient plants merged, 
505-506 
Mining partnerships, main features 
of, 47-48 
Mortgage bonds, after-acquired prop- 
erty clause in, 211-212 
blanket, 216 
bridge and wharf, 218-219 
compared with note of hand, 199 
consolidated, 216 
corporate borrowing on, 202-203 
default of, 219-220 
divisional, 213-215 
first, second, third, etc., 212-213 
first consolidated, 213 
first refunding, 213 
fixing date of payment of, 208-209 
function of trustee in issue of, 203- 
205 
general and allied types, 215-216 
rate of interest on, 209-210 
special-security, 216 
terminal, 217-218 
Mortgages, closed, 210 
content of corporate, 205-208 
open-end, types of, 210 


Net income, how various ccmpanies 
arrive at, 456 
examples of, 456-459 
utilization of, for dividends, 479 
utilization of, for reserves, 470-471 
for business fluctuations, 475 
for improvements, 474-475, 477- 
479 
for insurance, 472 
for taxes, 471 
motives prompting, 471 
New Jersey, desirability of incorpo- 
ration in, 107-108 
“Seven Sisters” Acts of, 538-5390 
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New York Curb Exchange, 407-408 
New York Securities Law, 376-380 
New York Stock Exchange, bond 
department of, 404 
creation and abolition of the un- 
listed department of, 403-404 
economic significance of, 415-417 
expansion of, after Civil War, 395 
listing a new American security 
on, 401 
listing foreign shares on, 406-407 
market orders on, 410-411 
membership in, 396-397 
brokers, 397 
commission, 397-398 
“two-dollar,” 399 
inactive, 401 
traders and dealers, 397 
floor trader, 400 
odd-lot dealer, 399-400 
specialists, 400-401 
origin of, 394-395 
technical nomenclature of, 
bulls and bears, 411-412 
margin trading, 413 
short sales, 412-413 
No-par-value stock, 169-170 


authorized first by New York 
State, 170 

causes of movement toward, I71- 
172 


opposition to, 172-173 
popularity of, 170-171 


Obsolescence, 469 
Operating expenses, interpretation of, 
464-465 
operating ratio, 465-466 
Organization, American 
attracts others, 6 
business, 5 
business versus military, 7 
illustration of, 3 
meaning of, 2 
results of effective, 3 
too much, 4 
under savagery and civilization, 2 


industrial, 


Participating bonds, definition of, 267 


INDEX 


Partnership associations, definition 
of, 44-45 
features of, 45 
Partnerships, adaptation of, to chang- 
ing business conditions, 24 
choice of partners in, 27-28 
classes of partners in, dormant, 30 
limited, 30 
nominal, 30 
ordinary, general or active, 29, 
Bi 
secret, 29 
silent, 29-30 
definition of, 25-26 
historical background of, 24- 25 
general, 28, 30, 31 
advantages and dieddvanteees of, 
33 
content of contract of, 31 
limited, 29, 33, 34 
persons eligible to form, 26 
special, 28-29 
universal, 29 
Par-value stock, 
Pools, 69-70 
Preferred stock, cumulative dividends 
on, 180-182 
holders of, 
preferences of, under liquidation, 
183-184 
protection of, against subsequent 
senior issues, 185 
may have several forms of prefer- 


168-169 


ence, 182 
non-cumulative dividends on, 180- 
182 


popularity of modern, 186 
provisions for “calling” of, 184-185 
voting power in connection with, 
182 
relation of, to defaulting divi- 
dends, 182-183 
Privileged subscription. (See Rights) 
Professional and personal service en- 
terprises, classification of, 12 
description of, 16 
Promoters, 77 
adaptability of American, 85 
types of, 87-89 


INDEX 


Promotion, definition of, 77 
examples of fraudulent, 81-84 
historical sketch of, 86, 87 
necessity of, in business world, 78- 


relation of, to natural resources, 
90-91 
stages of, 77 
United States best field for, 89-90 
Proprietorships, * 
characteristics of, 18-21 
duration of, 20 
ease of formation, 18 
effects even business develop- 
ment, 20 
unlimited liability of, 19 
future of, 22-23 
prominence of, in certain occupa- 
tions, 18 
weak points of, 22 


Railroad car (or equipment) trust, 
237-230 
Rate of interest on loans, 198 
Receivables, discounting of, 448-451 
Receivers’ certificates, an obligation 
of a court, 258 
court order for issue of, 258-260 
senior to first mortgage bonds, 260 
Receivership, friendly, 532 
Reorganization, changes other than, 
531 
features of, 531 
industrial, 535 
litigated, 534 
negotiated, 534 
plan of, 533 
railroad, 534-535 
“Rights,” 354-367 
evidenced by warrants or certifi- 
cates, 354-355 
in practice, 365-367 
New York, 360-361 
Philadelphia, 360-361 
privileges attached to, 361-363 
theoretical value of, 363-364 
figuring, 364-365 
under issue of treasury stock, 356- 
SEY/ 
varying interpretations of, on dif- 
ferent exchanges, 359-361 
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“Rights”— (Continued) 
when capital stock is increased, 
358-359 
Risk factor in business, 417-418 
Root, Elihu, 7 
“Rule of reason,” 546-547 


Securities, customer ownership of, 
347-353 
many issues not underwritten, 306 
marketing of, 392-393 
through agencies other than ex- 
changes, 408-409 
over-the-counter, 409-410 
through New York Curb Ex- 
change, 407-408 
through New York Stock Ex- 
change, 393-407 
types of, 
high-grade or investment, 307- 
308 
disposition of, 309 
by local dealers, 316 
by retailers, 311-316 
by wholesalers, 309-311 
low-grade or speculative, 307-308 
disposition of, by advertising, 
324-325 
by permanent stock selling 
organizations, 324 
by “stock promotion,’ 322- 
323 
through financial agents, 323 
motives prompting purchases 
of, 320-322 
usually stocks, 319 
worthless or fraudulent, 307-308 
disposition of, by dope or tip- 
ster sheets, 332-333 
by imitating letterheads and 
faking endorsements, 333- 


334 ; 

by irrelevant comparisons 
with former successes, 
334-335 


by means of popular preju- 
dice, 329-330 

by mergers, 328-320 

by patents, 336-337 

by self-purchase on part of 
salesmen, 335-336 
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Securities— (Continued) 
by telephone, 330-331 
large number of purchasers of, 
327-328, 331-332 
protection against buying of, 
by Better Business Bu- 
reaus, etc., 386-387 
by controlling issues at 
source, 384-386 
by federal government, 370- 
371 
by state government, 371 
Kansas “Blue Sky” Law, 
371-375 
New York Securities Law, 
375-380 
Security flotation, typical example of, 
296-297 
Security for loans, varying degrees 
of, 196-1097 
Serial bonds, 285-286 
“Seven Sisters” Acts, 538-5390 
Sherman Anti-Trust Act, 71, 542-552 
prosecutions under, 545-547 
provisions of, 543-545 
Sinking funds, 280-285, 475-477 
buying bonds with, 283 
investment of, 283, 284 
management of, 282 
South Sea Company, 59 
Stock-jobbing, existence of in eight- 
eenth century, 58, 50 
Stock ownership, diffusion of, in 
many fields, 345-347 
in American Telephone and Tele- 
graph Co., 347 
“Stock promotion,” 322-323 
Studebaker Corporation, 458 
Suckers’ lists, 337-339 
Super-trusts, 75-76, 507-509 
Surplus, definition of, 462-463 
Syndicates, definition of, 46 
differences between, and partner- 
ships, 46-47 
liability of members in, 47 


Taxation, 540-541 


INDEX 


Trading on the equity, 190, 194 
when business is good, 191-192 
when business is poor, 192-193 

Transportation Act, 558-559 

Treasury stock, 168, 174-176 

Trustee, duties of, under corporate 

mortgage, 205 

Trustee device, 70-71 

conversion of, into a holding com- 
pany, 73-74 

yielding of, to holding company, 
72-73 


Underwriting, limitations to, 302-303 
origin of, 287-288 
Underwriting syndicates, agreement, 
297-208 
British form of, 303-304 
expenses of, 300-301 
legal status of, 290 
management of, 300 
profits and losses under, 302 
reasons for formation of, 291-292 
relatively new development, 2809- 
290 
subscribers or participants in, 301- 
302 
types of, 292-203 
purchasing, 293 
selling, 295-206 
not always successful, 299-300 
to guarantee successful sale, 294- 
205 
United States Steel Corporation, 
438, 508, 559-561 
Voting at 
138 
by proxy, 130-131 
methods of, 
common law plan, 138-139 
cumulative, 140-142 
formula for, 142 
statutory plan, 139-140 
Voting trusts, 142-146 


stockholders’ meetings, 


Webb-Pomerene Act, 69-70 
Westinghouse Electric & Manufac- 
turing Company, 457-458 
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